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Assumption of Debts in Corporate 
Reorganizations 


By Samuel Joyce Sherman* 


HE Supreme Court decision in United States v. 
Hendler,’ handed down a little over a year ago, 

is now just a memorable mile- -post in the evolu- 

tion of the doctrine of debts-assumption in corporate 
reorganizations. Although most of the teeth have 
been taken out of that decision by the legislative 
changes written into the Revenue Act of 1939,? it is 
proposed in this article to review the statutory and 
judicial development of the doctrine of debts-assumption 
in corporate reorganizations by way of orientation and 
preparation for a final analysis and evaluation of the 
changes wrought by Congress in the latest revenue act. 
The pronouncement of the Supreme Court in the 
Hendler case caused reverberations of alarm in many 
circles. Not only did it threaten, to the extent of 
the assumed liabilities, to subject to tax many re- 
organization transactions previously consummated 
under the generally accepted belief that the trans- 
feree’s assumption of the transferor’s liabilities in a 
corporate reorganization did not involve any element 
of immediate taxability, but its chief menace apper- 
tained to reorganizations effected since the enactment 
of the Revenue Act of 1934 as well as reorganizations 
proposed to be undertaken under the present income 
tax law. If the assumption of the transferor’s lia- 
bilities, as construed by the Supreme Court in the 
Hendler case, was an additional consideration in the 
nature of “boot” or “other property” paid to the trans- 
feror by the corporation which acquired the former’s 
assets, then the transaction would fail to meet the 
statutory definition * of a tax-free reorganization, as 
contained in the Revenue Acts of 1934, 1936 and 1938, 
and the entire gain from the transaction would be 
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subject to immediate taxation. Since assumption of 
liabilities is rarely absent in corporate reorganizations, 
the existence of this potential threat was well calcu- 
lated to cause the abandonment of any plans to re- 
organize business corporations until the questions 
left unsettled by the Supreme Court’s decision in the 
Hendler case were resolved by further judicial deter- 
minations or by legislative enactment. 











* Member of the New York Bar; Certified Public Accountant, New 
York; Instructor, Department of Accountancy, College of the City 
of New York. 

1303 U. S. 564, 58 S. Ct. 655 (March 28, 1938), reversing C. C. A. 
4 (August 6, 1937), 91 F. (2d) 680, which aff'd, D. C., Maryland 
(December 30, 1936), 17 F. Supp. 558. 

* Section 213, Revenue Act of 1939. 

* The Supreme Court’s decision was much narrower. It passed 
over in silence the question whether or not the mere ‘‘assumption’’ 
of the transferor’s debts by the transferee constituted ‘‘other prop- 
erty.’’ What it did decide, at least by necessary implication, was 
that the ‘‘assumption’’ and practically contemporaneous ‘‘payment’”’ 
of the transferor’s debts by the transferee constituted a constructive 
receipt of ‘‘money’”’ to the transferor. The distinction, however, is 
largely academic for an assumption agreement legally operates to 





make the transferee the primary debtor and in the normal course 
of events assumption is followed by payment of the assumed debts. 
For more detailed discussion of this and related points, see pages 
694, 695, infra. 

# Under the change made in the statutory definition of ‘‘reorganiza- 
tion’’ by Section 112(g)(1)(B) of the Revenue Act of 1934 and 
retained in the Revenue Acts of 1936 and 1938, to classify as a tax- 
free reorganization, the acquisition of substantially all the property 
or the prescribed quantum of the stock of the transferor corporation 
must be solely in exchange for all or part of the voting stock of the 
acquiring corporation. Obviously, if the debts-assumption agree- 
ment constitutes an ‘‘additional consideration,’’ then the exchange 
is not solely for stock of the acquiring corporation and the trans- 
action is denied the benefits of the nonrecognition - provisions 
applicable to statutory reorganizations. 
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Facts of the Hendler Case 








The facts of the Hendler case fall in the familiar 
pattern of a statutory reorganization, where one cor- 
poration acquires substantially all of the assets of 
another corporation and assumes the latter’s outstand- 
ing liabilities, in exchange for capital stock of the 
acquiring corporation. Concretely, what happened in 
the Hendler case was that the Hendler Creamery Com- 
pany, Inc., on June 21, 1929, transferred all its assets 
to the Borden Company for the following consideration : 





















































(1) 106,306 shares of the Borden Company common stock, 
(2) $43,281.27 in cash, and 
(3) Assumption by Borden Company of all of the then 
outstanding liabilities of the Hendier Company, con- 
sisting of: 
(a) First mortgage bonds, 
10734), 
(b) Current bank loans, $1,050,000, 
(c) Merchandise accounts payable, $130,410.78, and 
(d) 1929 income tax liability of Hendler Company 
(amount not stated). 
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The Borden Company common stock and the 
$43,281.27 in cash were immediately distributed to the 
stockholders of Hendler Company pursuant to the 
plan of reorganization. 

The bonded indebtedness of Hendler Company was 
completely paid and satisfied by Borden Company six 
days later, at a cost to it of $534,297.43. The bank 
loans were paid off shortly after July 1, 1929, and the 
merchandise accounts payable were paid in due course 
within about thirty days later. 

Based on the current market price of the Borden 
stock, it was calculated that Hendler Company made 
a profit of over 6% million dollars on the sale of its 
assets to Borden Company; however, Hendler Com- 
pany did not include any part of this profit in its tax- 
able income for 1929. 







































































Pertinent Statutory Provisions 











Whatever other uncertainties may have been present 
in the Hendler case, it was accepted without challenge 
that the acquisition by Borden Company of all of the 
assets of Hendler Company, in exchange for the former’s 
capital stock and assumption of the latter’s liabilities, 
constituted a statutory reorganization within the mean- 
ing of Section 112(i)(1)(A) of the Revenue Act of 
1928. Asa corollary, it followed that the transaction 
was subject to the so-called “tax-free” or nonrecogni- 
tion provisions of Sections 112(b)(3) and 112(b) (4) 
of the Revenue Act of 1928, applicable to reorganiza- 
tion exchanges, and that the gain to Hendler Company 
from the sale of its assets to Borden Company would 
be wholly or partially immune from income tax, de- 
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pending upon whether or not Hendler Company dis- 
tributed, in pursuance of the plan of reorganization, 
the cash and “other property” which it received from 
Borden Company, in addition to the latter’s capital 
stock.® That is to say: 

1. If Hendler Company distributed, in pursuance of the 
plan of reorganization, the cash and “other property” that 


it received from Borden Company, it would be totally im- 
mune from taxation on the gain resulting from the exchange. 


2. On the other hand, if Hendler Company failed to dis- 
tribute, in pursuance of the plan of reorganization, the cash 
and “other property” that it received from Borden Company, 
the gain would be recognized and taxed to the extent of the 
cash plus the fair market value of the “other property” so 
received but not distributed. 

Since Hendler Company had distributed to its stock- 
holders the $43,281.87 of cash that it received from 
Borden Company, this much was certain that the cash 
part of the profit realized on the sale of its business to 
Borden Company was not taxable to Hendler Com- 
pany, under the provisions of Section 112(d) outlined 
above. Under the circumstances, it would appear that 
Hendler Company had distributed to its stockholders 
the entire consideration or proceeds of the sale of its 
business to Borden Company and there was nothing 
left in the hands of Hendler Company upon which to 
measure or impose an income tax. This, without 
question, was the view of the preponderant majority 
of tax lawyers under whose aegis countless reorganiza- 
tions of this type had been planned and consummated 
prior to the final decision in the Hendler case.® 


The Commissioner, however, advanced the broad 
contention that wherever, in a reorganization, the 
transferee corporation assumed liabilities of the trans- 
feror, such assumption of liabilities constituted a 
“constructive receipt” by the transferring corporation 
of “other property or money” which, when not dis- 
tributed to the stockholders of the transferring cor- 
poration, became taxable to the transferring corporation 
under the provisions of Section 112(d) of the Revenue 
Act. Curiously enough, the government limited its 
sweeping contention to the single item of the bonded 
indebtedness of Hendler Company retired by Borden 
Company, at a cost to it of $534,297.43, although the 
full logic of the government’s position would have 
made the claim equally applicable to the bank loans and 
merchandise accounts payable, aggregating $1,180,410.78, 
which were also assumed and paid by Borden Company. 


Issues 


It is truly amazing how many perplexing questions 
may spring from a simple factual situation such as 
that involved in the Hendler-Borden transaction which 

















5 Section 112(d) of the Revenue Act of 1928, which was introduced 
in the Revenue Act of 1924 and continued in all subsequent Acts 
to date, reads as follows: 


“If an exchange would be within the provisions of subsection 
(b) (4) of this section if it were not for the fact that the prop- 
erty received in exchange consists not only of stock or secu- 
rities permitted by such paragraph to be received without the 
recognition of gain, but also of other property or money, 
then— 

(1) If the corporation receiving such other property or money 
distributes it in pursuance of the plan of reorganization, no 
gain to the corporation shall be recognized from the exchange, 
but 

(2) If the corporation receiving such other property or money 
does not distribute it in pursuance of the plan of reorganization, 




























































































the gain, if any, to the corporation shall be recognized, but in 
amount not in excess of the sum of such money and the fair 
market value of such other property so received, which is not 
so distributed.’’ 


® Recognition of this fact influenced Congress to make the amend- 
ments introduced in the Revenue Act of 1939, relative to the treat- 
ment of assumed liabilities in reorganizations, retroactively 
applicable to the Revenue Act of 1924 and all succeeding Acts. AS 
stated in the report of the Committee on Ways and Means, accom- 
panying the Revenue Bill of 1939: ‘‘Since transactions entered into 
under such Acts were made under the understanding of the law that 
such assumptions of, and taking subject to, liabilities did not give 
rise to taxable gain, it is necessary, in order to prevent hardship 
on taxpayers and to prevent tax avoidance, to provide retroactively 
for the application of the rules above provided . 
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was a commonplace type of reorganization conceived 
and carried out along strictly conventional lines in 
literal compliance with the statute. 

The questions posed by the facts of the Hendler 
case were: 

(1) In the case of exchanges coming within the 
non-recognition provisions of the statute, do the lia- 
bilities of the seller assumed by the purchaser con- 
stitute “other property” or “boot” and as such are, 
therefore, subject to the limited recognition of taxable 
gain as provided in Sections 112(c)(1) and 112(d) (2)? 

(2) Where the purchaser assumes the seller’s lia- 
bilities, does the transaction constitute a sale of the 
seller’s net assets or equity, or a sale of the seller’s 
gross assets, with the assumption of the liabilities 
representing an additional consideration received by 
the seller from the purchaser? 


(3) Does the payment by the purchaser of the as- 
sumed liabilities constitute a “constructive receipt” 
of the amount thereof to the seller? 


(4) Do the non-recognition provisions of Section 
112(d) apply only to a distribution made by the trans- 
feror corporation to its stockholders, or does it include 
distributions to creditors as well? 


The use of the terms “seller” and “purchaser” in the 
above series of questions is somewhat unfortunate 
even though it may serve the purpose of simplifica- 
tion. The situation contemplated is not the ordinary 
sale of property for cash plus assumption of the seller’s 
liabilities by the purchaser. If A sells property valued 
at $1,500 to B, and B pays $1,000 in cash to A and, in 
addition, B assumes and pays off A’s debt of $500 to 
C, there is no room for doubt that A has received a 
total consideration of $1,500 for his property.” The 
situation with which we are concerned is a statutory 
reorganization where one corporation takes over the 
business assets of another corporation and assumes 
the latter’s liabilities in exchange solely for the capital 
stock of the acquiring corporation. Forget for a 
moment the relatively small amount of cash paid by 
Borden Company to the Hendler Company, concern- 
ing which there was no issue at any time, and that is 
the situation which was presented in the Hendler case. 
As another illustration, assume that James Roe, who 
owns a piece of real estate burdened with a mortgage, 
transfers the property to the Roe Realty Corporation 
in exchange for all of the capital stock of the corpora- 
tion which assumed the mortgage liability on the 
transferred property.* Clearly, James Roe has merely 
incorporated his real estate and his equity in the 
property has not changed one whit. Basically, the 
question is whether in reorganization exchanges in- 
volving the assumption of liabilities, a “paper profit” 
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should be recognized for tax purposes on the theory 
that the debt-assumption agreement is the equivalent 
of cash or “other property.” 


Pre-Hendler Precedents 


Prior to the adjudication of the Hendler case, there 
were just four Board cases and a handful of depart- 
mental rulings which considered the tax effect of the 
assumption of the transferor corporation’s liabilities 
by the corporation acquiring its assets in reorganiza- 
tion. Assumption of the transferor’s liabilities is a 
fairly common, if not universal practice, in corporate 
reorganizations and it is, therefore, all the more re- 
markable that the issue remained in suspension for 
such along time. In many reorganization cases which 
reached the Board and the courts, the assumption of 
the transferor’s debts was mentioned in the statement 
of facts, but without discussion of the point, as though 
it were tacitly taken for granted that the debts- 
assumption feature of the plan of reorganization was 
of no significance taxwise.® 


The first case which squarely presented the ques- 
tion to the Board—whether or not the assumption of 
the transferor’s indebtedness by the transferee con- 
stituted the equivalent of cash or “other property”— 
was Fashion Center Building Co., 31 B. T. A. 167, 
decided September 14, 1934. There, an individual 
transferred a mortgaged parcel of real estate to a 
controlled corporation for stock of the corporation 
and the assumption by the corporation of a $175,000 
mortgage indebtedness on the transferred property. 
The individual, who was seeking a stepped-up basis 
for the property transferred to the corporation, con- 
tended that the assumption of the mortgage liability 
by the corporation constituted “other property” or 
“boot.” The Board sustained the Commissioner in 
holding that the assumption of the liability did not 
constitute “boot” and that the stockholder did not 
realize any gain or loss upon the transfer of the prop- 
erty to the corporation. 


In the next case that came before the Board a year 
later, Fred L. Dickey et al., 32 B. T. A. 1283 (August 
29, 1935), the Board reached a diametrically opposite 
conclusion. In this case, the individual was the owner 
of certain clay and coal properties some of which were 
held by trustees for him. There was an indebtedness 
of $2,000, represented by notes of the trustees, for 
which they were not obligated personally but which 
were a fixed charge against the fixed assets in their 
hands. All of the properties were transferred to a 
newly organized corporation for all of its stock, plus 
the assumption of the $2,000 of trustees’ notes, plus 
new notes of the corporation in the sum of $2,243,944.48. 

















™The Treasury Department has long recognized that a person, 
whose debts are assumed and paid by another, is thereby enriched. 
It has ruled with respect to the sale of capital assets by a cor- 
poration that ‘‘if the purchaser takes over all the assets and assumes 
the liabilities, the amount so assumed is part of the selling price.’’ 
Reg. 101, 94, 86, Art. 22(a)-19; Reg. 77, 74, Art. 69; Reg. 69, 65, 


62, Art. 546; Reg. 45, Art. 545. It has also ruled ‘‘If, for example, 
an individual performs services for a creditor, who in consideration 
thereof cancels the debt, income to that amount is realized by the 
debtor as compensation for his services.’’ Reg. 101, 94, 86, Art. 
22(a)-14; Reg. 77, 74, Art. 64; Reg. 69, 65, Art. 49; Reg. 62, Art. 
50; Reg. 45, Art. 51. 

8 Cf. Fashion Center Building Co., 31 B. T. A. 167, discussed infra. 








This type of exchange, although not a reorganization within the 
statutory definition of that term, is one upon which no gain or loss 
is recognized by law. Section 112(b)(5) of Revenue Acts of 1928, 
1932, 1934, 1936, and 1938; Section 203(b)(4) of Revenue Acts of 
1924 and 1926. 

® Coleman v. Com’r, 81 F. (2d) 455, 456; G. &€ K. Mfg. Co. v. Com’r, 
76 F. (2d) 454 (C. C. A. 4), reversed 296 U. S. 389 and remanded 
to Board of Tax Appeals; Starr v. Com’r, 82 F. (2d) 964 (C. C. A. 
4), cert. denied 298 U. S. 680; Watts v. Com’r, 75 F. (2d) 981 
(C. C. A. 2), aff’d 296 U. S. 387; Tulsa Oxygen Co. v. Com’r, 18 
B. T. A. 1283; Frank Keel, 31 B. T. A. 212; National Pipe & 
Foundry Co. v. Com’r, 19 B. T. A. 242; Fashion Center Building 
Co. v. Com’r, 31 B. T. A. 267. 
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Without citing or discussing any decisions in point, 
the Board held that the assumption of the $2,000 of 
notes by the transferee controlled corporation consti- 
tuted the receipt of cash equivalent or “boot” to the 
taxpayer. The decision was in direct conflict with 
that of Fashion Center Building Co., supra. 

In The Daily Telegram Co. v. Com’r., 34 B. T. A. 101 
(March 17, 1936), the petitioner corporation trans- 
ferred substantially all of its assets to a newly-organized 
corporation for the following consideration: 

(1) 32% of the stock of the new corporation, 

(2) 32% of the stock of another corporation, 

(3) $47,058.56 in cash, 

(4) the assumption of petitioner’s current and other ac- 

counts payable, $103,662.65, and 
(5) the assumption of notes of the petitioner’s stockholders, 
$100,000. 

The Board first found that the transaction qualified 
as a reorganization under Section 203(h)(1) of the 
1924 Act (comparable to Section 112(g)(1) of the 
1938 Act) and held that the items (2), (3), (4) and (5) 
of the consideration set forth above represented tax- 
able “boot” to the petitioner corporation under Sec- 
tion 203(e) (2) of the 1924 Act (comparable to Section 
112(d)(2) of the 1938 Act). Thus, the Board treated 
the debts-assumption item as “boot” or “other prop- 
erty,’ without attempting to reconcile this decision 
with its prior decision in Fashion Center Building Co., 
Supra. 


In Brons Hotels, Inc, 34 B. T. A. 3760 (April 21, 
1936), the taxpayer corporation had acquired prop- 
erty, assuming the mortgage thereon. Subsequently, 
the taxpayer exchanged the property for other real 
estate, the other party to the exchange paying some 
cash and assuming the existing mortgage indebtedness. 
The Board held (six members dissenting) that the 
mortgage indebtedness assumed must be treated as 

‘cash equivalent” or “boot” and, accordingly, the gain 
on the exchange should be recognized to the tz ax payer 
corporation to the extent of the mortgage liability as 
sumed by the transferee. Although the majority 
opinion stated, “In so far as Fashion Center Building 
Co. is in conflict with the conclusion herein 
reached, it will no longer be followed,” this did not 
necessarily appear to be a repudiation of the principle 
enunciated in the earlier decision, for the basic facts 
of the two cases were distinguishable. In the Fashion 
Center Building Co. case, the mortgaged real estate 
was transferred to a controlled corporation solely for 
its stock; in effect, the taxpayer had merely incor- 
porated his real estate holdings and the value of the 
capital stock which he received in the controlled cor- 
poration was equal to his net equity in the real estate. 
In the instant case, the transaction was not a transfer 
of mortgaged property to a controlled corporation for 
capital stock which reflected the net value of the prop- 
erty transferred; there, the taxpayer irrevocably parted 
with its real estate in exchange for other real estate 
of lesser value and, to equalize the mutual considera- 
tions, the other party to the exchange assumed the 
mortgage indebtedness on the property which the 
taxpayer transferred. The dissenting opinion approved 
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the Fashion Center Building Co. decision and suggested 
that the better treatment would be to consider the 
transaction as an exchange without “boot” and to ap- 
ply the amount of the assumed mortgage indebtedness 
in reduction of the basis of the property received in 
the exchange. 

The rulings of the Treasury Department, like the 
3oard decisions, were few in number and indeter- 
minative of the main question. In a number of rulings 
involving reorganization exchanges, the assumption of 
the transferor’s liabilities by the transferee was men- 
tioned factually but no intimation was made that any 
taxable gain resulted from this factor.° The only 
situations, in which the Department considered the 
assumption of the transferor’s debts as an additional 
consideration or cash equivalent, were non-reorganiza- 
tion transactions such as a sale of property for cash 
plus assumption of the vendor’s liabilities, or an ex- 
change of like-kind properties where one or both of 
the parties to the exchange assumed the other’s liabilities 
which were a lien against the property exchanged.™* 


The Hendler Decision 


The Hendler case arose in the United States Dis 
trict Court for the District of Maryland where it was 
decided in favor of the taxpayer. The Government 
appealed to the United States Circuit Court of Ap- 
peals for the Fourth Circuit which affirmed the Dis- 
trict Court’s decision. The Government again appealed 
to the United States Supreme Court which reversed 
the decisions of the lower courts. 


Mr. Justice Black wrote the opinion of the Supreme 
Court. It was a terse opinion which merely set forth 
final conclusions. It barely discussed the rationale of 
the ultimate principles that it stated. It was a narrow 
opinion, confined to the specific issue raised by the 
particular factual situation, and did not attempt to 
confute the cogent arguments ably stated in the 
comprehensive opinion written by Mr. Justice Chestnut 
for the District Court below, which reasoning was 
substantially adopted and approved by the Circuit 
Court of Appeals. In short, the opinion of the high 
court merely stated the final ‘conclusion of a syllogism 
without attempting to justify the debatable premises 
upon which it was based. 


The narrow compass of the Supreme Court’s dect- 
sion is indicated by the following quotation from the 
opinion: 

“" * * The transaction, : under which the Borden 
Company assumed and paid the debt and obligation of Hendler 
Company is to be regarded in substance as though the 
$534,297.40 had been paid directly to Hendler Company. The 
Hendler Company was the beneficiary of the discharge of its 
indebtedness. Its gain was as real and substantial as if the 
money had been paid to it and then paid over by it to its 
creditors. The discharge of liability by the payment of Hendler 
Company’s indebtedness constituted income to Hendler Com- 
pany and is to be treated as such. 

x * * 


“Since this gain or income of $534,297.40 of the Hendler 
Company was neither received as ‘stock or securities’ /0r 





wy, T. 2364, VI C. B. 
G. C. M. 747 





BS (3927); I. 'F. 2992, Vi Cc &. 


17 (1927); 
2, IX-1 C. B. 184 (1930). 











uS. M. 4122, VI 
. C. M. 2641, VI- 
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-1 C. B. 55 (1926); I. T. 2364, VI C. B. 13 (1927) 
2 C. B. 16 (1927); G. C. M. 4935, VII-2 C. B. 112 
302, VIII-1 C. B. 197 (1929). 
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distributed to its stockholders ‘in pursuance of the plan of 
reorganization’ it was not exempt and 1s taxable gain as 
defined in the 1928 Act. . . .” (Italics supplied.) 

To properly evaluate the high court’s decision, it is 
essential to determine precisely what the court de- 
cided, what it failed to decide in discreet silence, and 
the necessary implications and consequences flowing 
from the decision. 

The Supreme Court definitely decided and held: 

1. That Hendler Company was taxable on the gain 
resulting from the acquisition of its assets in reorganiza- 
tion by Borden Company to the extent of the bonded 
indebtedness, amounting to $534,297.40, “assumed and 
paid” by Borden Company. 

2. That the discharge by Borden Company of Hendler 
Company’s indebtedness was the equivalent of cash 
and was constructively received by Hendler Company. 
The court said: “The Hendler Company was the 
beneficiary of the discharge of its indebtedness. Its 
gain was as real and substantial as if the money had 
been paid to it and then paid over by it to its creditors.” 


9? 


3. That the gain on a reorganization exchange is 
not taxable to the transferor corporation only in the 
event that it distributes to its stockholders the “cash 
or other property” that it has received and that a 
“payment to creditors” is not a distribution within the 
contemplation of the nonrecognition provisions of 
Section 112(d). The court said: “Since this gain or 
income of $534,297.40 was neither received as ‘stock 
or securities’ nor distributed to its stockholders it was 
not exempt and is taxable gain as defined in the 
1928 Act.” 3? 

The Supreme Court did not squarely decide but 
passed over in inscrutable silence the following 
propositions : 
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Borden Company? Is the status of these obligations 
any different from that of the bonded indebtedness of 
Hendler Company, the assumption and discharge of 
which by Borden Company was treated by the Supreme 
Court as the equivalent of cash? The Circuit Court 
below had commented that it was “difficult to under- 
stand” why the Commissioner had failed to take the 
same position in regard to the bank loans and mer- 
chandise accounts payable that he did in respect of 
the bonds payable. 
complete silence on this point. The silence can only 
be explained on the theory that the high court chose 
to decide no more than was involved in the deficiency 
asserted by the Commissioner. © 


The Supreme Court observed 


3. Would a different ruling obtain in the case of a 


mere assumption of the transferor’s debts as dis- 
tinguished from assumption and payment of the trans- 
feror’s debts? 
Justice Black, one cannot fail to be impressed by the 
repeated conjoinder of the words “assumption” and 
“payment.” 
appears to be based on the fact that Hendler Company 
got something more than a mere promise by Borden 


In reading the short opinion of Mr. 
In effect, the Supreme Court’s decision 


Company to discharge the former’s bonded debt at 


some future date; here, there was a debts-assumption 
agreement followed by practically contemporaneous 


payment of the assumed debts which, the Supreme 
Court held, was tantamount to a constructive receipt 


by Hendler Company of the cash expended by Borden 


Company in paying off the former’s bondholders. Would 


the mere assumption of the transferor’s obligations by 


an amply solvent transferee, like the Borden Com- 


pany, be considered by the court as “other property”? 


The answer to this question will not be found in the 


opinion handed down in the Hendler case.™ 








1. Did Hendler Company, pursuant to 
the plan of reorganization, merely exchange 
its equity in its business assets (i. e., assets 
minus liabilities) solely for capital stock of 
Borden Company, or did Hendler Company 
exchange its gross assets for Borden Com- 
pany stock plus the additional considera- 
tion represented by the assumption of the 
Hendler Company’s liabilities by Borden 
Company? This crucial question, which is 
at the core of all the problems involved in 
the Hendler-Borden reorganization, was 
not discussed at all in the Supreme Court 
opinion although it received extended con- 
sideration in the opinions of the District 
Court and Circuit Court below. Yet, it is 
difficult to see how the Supreme Court could 
have possibly reached the ultimate conclu- 
sions that it did without impliedly holding 
that the transaction amounted to a transfer 
by Hendler Company of its gross assets in = 
exchange for the capital stock of Borden 
Company plus the added consideration represented by 
the debts-assumption agreement on the part of the 
Borden Company. 

2. What about the bank loans and the merchandise 
accounts payable of Hendler Company, aggregating 
$1,180,410.78, which were also assumed and paid by 


_ 


"This point was decided on the authority of Minnesota Tea Co. 
v. Helvering, 302 U. S. 609, 58 S. Ct. 393 (Jan. 17, 1938). 





“ ‘ 
U ander our system of Government, 


in the absence of a constitutional question, when the judicial 
interpretation of a statute conflicts with the legislative intend- 
ment, the practical way out of the impasse is for the legislature 
to amend the law. In the Revenue Act of 1939, Congress, in 
effect, reversed the Supreme Court’s decision in the Hendler 
case and, subject to certain limitations hercinbelow pointed 
out, restored the tax-free status of reorganization exchanges, 
involving the assumption of the transferor’s liabilities or the 
acquisition from the transferor of property subject to liabilities, 
in accordance with the generally accepted views that existed 
prior to the Hendler decision.” 





4. In the Hendler case, the assumption and the pay- 
ment of the transferor’s debts both occurred within the 
same taxable year. Suppose, however, that payment 
of the transferor’s obligations is made by the transferee 

13 See Walter F. Haas, 37 B. T. A. 948 (May 31, 1938), decided 
two months after the Hendler decision, where the Board held that 
the mere assumption of the transferor’s debts, without proof of 


payment, constituted ‘‘other property or money."' Cf. Bickford’s, 
Inc., 98 F. (2d) 368, discussed infra, 
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in a different taxable year or years than the one in 
which the debts were assumed, would the recognition 
of the gain be spread over the years in which the 
assumed debts were actually discharged? This situa- 
tion is quite conceivable in the case of a bond issue, 
payable serially over a period of years, which the 
acquiring corporation has assumed with the intention 
of paying off according to the original terms of the 
bond indenture without doing any refinancing. Any 
one is free to conjecture what the answer should be 
but the question continues to remain unsettled in view 
of the Supreme Court’s silence on this point. 


5. Finally, would a different tax result follow if, 
instead of assuming the transferor’s debts, the acquir- 
ing corporation took over the assets of the transferor 
subject to the latter’s liabilities? Despite the sub- 
stantial legal difference between the two procedures, 
this question, too, must be regarded as unsettled. 

The Hendler decision not only left a trail of doubt 
and uncertainty as to many questions but of a more 
critical character was the fact that it threatened to 
cancel completely the benefits of the non-recognition 
provisions in respect of the Clause B type of reorganiza- 
tion, where one corporation acquires the assets of 
another corporation in exchange solely for all or part 
of the former’s voting stock ?* if, as part of the plan 
of reorganization, the acquiring corporation also as- 
sumed the liabilities of the transferor corporation. 
Under the revenue acts prior to that of 1934, the treat- 
ment of the assumption of liabilities as “boot” or 
“other property” would, at worst, entail a limited 
degree of taxability to the transferor corporation. 
However, under the new Clause B definition of a 
statutory reorganization, introduced in the Revenue 
Act of 1934 and continued in the present law, the sole 
consideration for the acquisition of the stock or prop- 
erty of another corporation must be the voting stock 
of the acquiring corporation, and nothing else. Accord- 
ingly, under the Supreme Court’s holding in the Hendler 
case, any attempted reorganization involving an as- 
sumption of liabilities would be disqualified as a Clause 
B reorganization within the meaning of the statutory 
definition, because the exclusive consideration was not 
“solely voting stock” of the acquiring corporation, but 
stock plus “other property.” The Hendler decision 
not only affected many reorganizations consummated 
in recent years, which were not barred by the statute 
of limitations, but its most drastic effect was to “freeze” 
new undertakings to readjust the corporate structures 
of many business concerns until the pall of uncer- 
tainty lifted. 


Post-Hendler Decisions 


After the adjudication of the Hendler case, there 
were reported four decisions (three by the Board of 
Tax Appeals and one by the Circuit Court of Appeals 
for the Second Circuit) whose general effect was to 
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augment the uncertainty and confusion engendered 
by the Hendler decision. 

In the first case, Estate of Theodore Ebert, Jr., 37 
B. T. A. 186, the transaction was an exchange between 
two taxpayers of two parcels of real estate, each bur- 
dened with a mortgage—just as in the Brons Hotels, 
Inc., case—with this distinction, that in the instant 
case the properties were transferred subject to the 
existing mortgages “without assumption of those 
mortgages by the new owners,” where as in the earlier 
case the transferee had assumed the payment of the 
mortgage on the transferred property. The Board, 
declaring that “in principle the Brons Hotels, Jnc., 
case and this one are not distinguishable,” treated the 
mortgage on the transferred property, although not 
assumed by the new owner, as taxable “boot” and 
recognized the entire profit on the exchange. 

In Walter F. Haas, 37 B. T. A. 948, the Board 
carried the doctrine of the Hendler case to the extreme 
of holding that the mere assumption of liabilities was 
sufficient to constitute “boot” and that actual payment 
was not necessary. In this case, trust property was 
conveyed to a newly organized corporation in ex- 
change for its stock, the corporation assuming and 
agreeing to pay a pre-existing indebtedness standing 
against the trust property, however, there was no evi 
dence of actual payment of the indebtedness so as- 
sumed. Although the Board in its opinion alluded to 
the fact that Mr. Justice Black had stressed the factor 
of payment of the assumed liabilities, which was present 
in the Hendler case, nevertheless, it held that the 
absence of proof of payment in the instant case was 
immaterial. 

Taxpayers were not slow to realize the fact that 
the Hendler decision created a double-edged weapon 
which cut both ways. In Bickford’s, Inc., 98 F. (2d) 
568, the petitioner corporation claimed for purposes 
of depreciation a stepped-up basis for assets which it 
had acquired in a 1929 reorganization from four other 
corporations. The petitioner relying on the Hendler 
case contended that under Section 113(a) (7) the basis 
of the assets transferred unto it should be increased 
by the amount of the debts of the constituent com- 
panies which it had assumed. The Circuit Court of 
Appeals for the Second Circuit, upon a literal con- 
struction of the Hendler decision, ruled against the 
taxpayer, saying: 

“Aside from the fact that the point was raised for tlic 
first time in this court, the record does not show that any 
of the assumed debts were paid during the year 1929. To 
assume the debts of a company is not to pay ‘property 
money’ to the promisees.” 

However, in Corpus Christi Terminal Company v. 
Com’r, 38 B. T. A. 944, the taxpayer was more success- 
ful in winning the Board’s approval of the principle 
that the basis to a transferee of assets acquired in a 
reorganization should be increased by the amount of 
gain recognized to the transferor, because of the as 
sumption of the latter’s liabilities by the former, 











%In an earlier case, James M. Butler, 19 B. T. A. 718 (1930), 
the Board held that assumed debts did not result in taxable income 
to the debtor until they were actually paid, where the debtor re- 
ported his income on the cash basis. 


1 In Estate of Theodore Ebert, Jr., 37 B. T. A. 186 (Jan. 25, 1938), 
decided two months prior to the final decision in the Hendler case, 





the Board held that the difference between the two procedures 
was immaterial for tax purposes. 

1% Section 112(g)(1)(B) of the Revenue Acts of 1934, 1936 and 
1938. It is to be noted that the assets-acquisition type of reol- 
ganization, which was formerly part of the Clause B definition of 
a “‘reorganization,’’ has been reclassified as Clause C in the Revenue 
Act of 1939, by Section 213(b) thereof. 
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irrespective of whether or not the transferor paid the 
tax which was due. In so holding, the Board said: 


“Since under the decision of the Supreme Court in United 
States v. Hendler, supra, the assumption of indebtedness by 
the petitioner corporation of $100,789.81 is to be treated the 
same as cash, the entire amount of the oe. Oil Cor- 
poration’s [i, e., the transferor’s] gain of $65,734.33 in 1931 
= the transaction was taxable gain. 

“The evidence does not show whether the transferor paid 
a tax for 1931 upon the taxable gain to it of $65,734.33. /t is 
immaterial, however, whether it paid the tax upon such gain or 
not. The ‘recognizable’ gain to the transferor must be added 
to the cost basis of the predecessor corporation in arriving al 
the cost basis of this petitioner. (Italics supplied.) 


Changes Made by the Revenue Act of 1939 


Under our system of government, in the absence of 
a constitutional question, when the judicial interpreta- 
tion of a statute conflicts with the legislative intend- 
ment, the practical way out of the impasse is for the 
legislature to amend the law. In the Revenue Act of 
1939, Congress, in effect, reversed the Supreme Court’s 
decision in the Hlendler case and, subject to certain 
limitation hereinbelow pointed out, restored the tax- 
free status of reorganization exchanges, involving the 
assumption of the transferor’s liabilities or the acquisi- 
tion from the transferor of property subject to liabili- 
ties, in accordance with the generally accepted views 
that existed prior to the Hendler decision. The reason 
for this change in the law appears in the report of 
the Committee on Ways and Means, as follows: 

“The — Supreme Court case of United States v. Hendler, 
(303 U. S. 564 (1938)), has been broadly interpreted to re- 
quire ay if a taxpayer’s liabilities are assumed by another 
party in what is otherwise a tax-free reorganization, gain is 
recognized to the extent of the assumption. In typical trans- 
actions changing the form or entity of a business it is not 
customary to liquidate the liabilities of the business and such 
liabilities are almost invariably assumed by the corporation 
which continues the business. Your committee therefore be- 
lieves that such a broad interpretation as indicated above will 
largely nullify the provisions of existing law which postpone 
the recognition of gain in such cases. To enable bona fide 
transactions of this type to be carried on without the recog- 
nition of gain, the committee has recommended section 213 
of the bill.” ” 

Since the Supreme Court in the Hendler case had 
held that the assumption of liabilities in a reorganiza- 
tion constituted “other property or money,” the way 
to undo the mischief of that decision was to cast that 
judicial dogma out of the law. This is exactly what 
Congress did by adding a new subsection (k) to Sec- 
tion 112 of the Internal Revenue Code, reading in 
part as follows: 

“(k) ASSUMPTION OF LIABILITY NOT RECOG- 
NIZED.—Where upon an exchange the taxpayer receives as 
part of the consideration property which would be permitted 
by subsection (b) (4) or (5) of this section to be received 
without the recognition of gain if it were the sole considera- 
tion, and as part of the consideration another party to the 
exchange assumes a liability of the taxpayer or acquires from 
the taxpayer property subject to a liability, such assumption 
or acquisition shall not be considered as ‘other property or 
money’ received by the taxpayer within the meaning of sub- 
section (c), (d), or (e) of this section and shall not prevent 
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the exchange from being within the provisions of subsection 
(b) (4) or (5); except * * *.”* (Italics supplied.) 
Thus, by legislative fiat, Congress declared that the 
assumption of the transferor’s liabilities or the taking 
over of a transferor’s property subject to liabilities 
“shall not be considered as other property or money.” 
It is to be observed that the rule embodied in the 
above-quoted subsection (k) is specifically limited to: 

(1) an exchange by a corporation of property for stock in 
connection with a reorganization (as provided in subsection 
(b) (4) of Section 112); or 

(2) a transfer of property to a corporation controlled by 
the transferor or the transferors (as provided in subsection 
(b) (5) of Section 112).” . 
Hence, exchanges of like-kind properties, such as real 
estate for real estate, where each party to the ex- 
change assumes the other’s mortgages or takes the 
transferred property subject to mortgages thereon, 
would not come within the provisions of this new section. 


To further implement the changes made by the new 
subsection (k), as above indicated, Congress amended : 
_ (1) the statutory definition of the Clause B type of reorgan- 
ization, (heretofore contained in Section 112 (g) (1) (B) of 
the Internal Revenue Code), by providing that in determining 
whether the acquisition by one corporation of substantially 
all the properties of another is in exchange solely for voting 
stock, “the assumption by the acquiring corporation of a 


liability of the other, or the fact that property is subject to 
a liability, shall be disregarded.” * 


(2) the requirement of “substantially proportionate interests,” 
(heretofore contained in Section 112 (b) (5) of the Internal 
Revenue Code, relating to transfers to controlled corpora- 
tions), by providing that in determining whether or not the 
amount of stock or securities received by each of two or more 
transferors is in proportion to his interest in the property 
transferred, the amount of the assumed liabilities or the 
amount of the liabilities subject to which the transferred 
property was acquired “shall be considered as stock or se- 
curities received by such transferor.” ™ 
The first amendment above indicated definitely lays 
to rest the grave doubts aroused by the Hendler deci- 
sion—in the case of the acquisition by one corporation 
of substantially all of the properties of another cor- 
poration solely in exchange for its voting stock—that 
the transaction would wholly fail to qualify as a 
statutory reorganization, because of the debts-assumption 
agreement being deemed the equivalent of “cash or 
other property,” and that consequently the entire gain 
on the transaction would be subject to immediate 
taxation, and not merely the portion of the gain in- 
cluded in the assumed liabilities. The second amend- 
ment does the same thing for transfers of property to 
a controlled corporation. 


To prevent taxpayers from availing themselves of 
the benefits of the foregoing provisions for tax-avoidance 
purposes, Congress added the following provision 
which is strongly reminiscent of the business-purpose 
principle first enunciated by the Supreme Court in 
Gregory v. Helvering:*? 

= Re a taking into consideration the nature of the lia- 
bility and the circumstances in the light of which the arrange- 


ment for the assumption or acquisition was made, it appears 
that the principal purpose of the taxpayer with respect to the 











'% House Report No. 855, 76th Cong., ist Session, 
Internal Revenue Bulletin, 1939-30-9926, p. 25. 

'S Rev. Act of 1939, Section 213(a). 

® Rev. Act of 1939, Section 213(a), 
to Section 112 of the Code. 


reprinted in 


adding new subsection (k), 


*~ Rev. Act of 1939, 
of the Code. : 

"Rev. Act of 1939, Section 213(c), 
of the Code. 

2 239 U. S. 465, 55 S. Ct. 266 


Section 213(b), amending Section 112(g)(1) 
amending Section 112(b)(5) 


(1935). 
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assumption or acquisition was a purpose to avoid federal 
income tax on the exchange, or, if not such purpose, was not 
a bona fide business purpose, such assumption or acquisition (in 
the amount of the liability) shall, for the purposes of this sec- 
tion, be considered as money received by the taxpayer upon the 
exchange. In any suit or proceeding where the burden is 
on the taxpayer to prove that such assumption or acquisition 
is not to be considered as money received by the taxpayer, 
such burden shall not be considered as sustained unless the 
taxpayer sustains such burden by the clear preponderance of the 
evidence.” ™ (Italics supplied.) 


To protect the Government against any loss of 
revenue on the profits which may eventually be realized 
on the future sale or disposition of the stock or securi- 
ties received tax-free, Section 113(a) (6)—relating to 
the basis of the property received by a transferor— 
has been amended to provide that in the determination 
of the basis under that section, any liabilities assumed 
by the transferee shall be considered as “money” re- 
ceived upon the exchange and as such is applicable in 
reduction of the basis in the transferor’s hands of the 
new stock or securities received. The effect of this 
amendment is illustrated as follows: 


EXAMPLE: Assume that A Corporation, in exchange 
for all the stock of B Corporation (having a fair market value 
of $100,000) transferred to the latter its assets (having an 
adjusted basis of $80,000) and that B Corporation also 
assumed liabilities of A Corporation in the amount of $25,000. 


The gain to A Corporation on the exchange is $45,000, viz.: 





Value of stock of B Corporation received... . $100,000 
Plus liabilities assumed by B Corporation 25,000 
Total consideration received $125,000 


lLess basis of assets transferred by A Corporation 80,000 





Gain i: LOI, 4. ee ....$ 45,000 


Under the rule of the Hendler case, treating the as- 
sumed liabilities as “other property or money,” the 
gain on the exchange would be recognized to A Cor- 
poration to the extent of the assumed liabilities, 7 e., 
$25,000. However, under the new provisions in the 
Revenue Act of 1939, which do not treat the assumed 
liabilities as “other property or money,” no part of the 
$45,000 gain would be recognized as taxable to the 
A Corporation at the time of the exchange. 








The basis of the B Corporation stock in the hands 
of A Corporation would be $80,000, under the rule of 
the Hendler case, and $55,000, under the amendment 
made in the Revenue Act of 1939, viz.: 


Prior Acts 1939 Act 
Basis of assets transferred by A Corpora- 








WMS end ehene oe aiviod Hoanance tate $80,000 $80,000 

Less liabilities assumed ........... .. 25,000 25,000 

$55,000 $55,000 

Plus gain previously recognized...... 25,000 None 
Basis of B Corporation stock to 

A Corporation ........+...; . .$80,000 $55,000 


If A Corporation subsequently sold the B Corporation 
stock for $100,000 cash, its taxable gain would be: 


(1) under the rule of the Hendler case, $20,000; and 








23 New subsection (k) added to Section 112 of the Code by Rev. 
Act of 1939, Section 213(a). 

2% Rev. Act of 1939, Section 213(d), amending Section 113(a)(6) 
of the Code. 
% Rev. Act of 1938, Section 112(b) (3). 
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(2) under the change made in the basis provisions by 
the Revenue Act of 1939, $45,000, viz.: 





Prior Acts 1939 Act 

Selling price of B Corporation stock... $100,000 $100,000 
Less basis of B Corporation stock 80,000 55,000 
Gain to A Corporation. . _.$ 20,000 $ 45,000 


The foregoing illustration brings out the following 
points: 

(1) Under the rule of the Hendler case, there was a taxable 
gain of $25,000 to the A Corporation at the time of the 
exchange and the basis of the B Corporation stock in the 
hands of A Corporation remained the same as that of the assets 
which it transferred to B Corporation, i. e., $80,000. 

(2) Under the new provisions inserted 1n the Revenue Act 
of 1939, A Corporation realized no taxable gain at the time 
of the exchange, but the basis of the B Corporation stock in 
the hands of A Corporation was reduced by the amount of 
the assumed liabilities, from $80,000 to $55,000. 

(3) Under both the old and the new rule, if, after the 
reorganization exchange, A Corporation sold the B Corpora- 
tion stock for $100,000 cash, the net result of the two trans- 
actions viewed as an entirety would be that A Corporation 
would be taxed on a total profit of $45,000. 

The above amendments incorporated into the Rev- 
enue Act of 1939 leave unchanged the existing provi- 
sions of law as to the non-recognition of any gain or 
loss to the stockholders of A Corporation, in the event 
that the B Corporation stock was distributed to them 
in pursuance of the plan of reorganization,” as well 
as the provisions relating to the basis of the B Cor- 
poration stock in their hands.*® 

Similarly, the Revenue Act of 1939 leaves undis- 
turbed the existing provisions of law dealing with 
the basis of the transferred assets in the hands of the 
acquiring corporation.”* As stated in the report of 
the Committee on Ways and Means: 

“. . . No amendment is made to Section 113 (a) (7) or (8), 

because the payment by the transferee of the liabilities 
assumed, or to which the property was subject, does not 
give rise to any increase or adjustment of the basis of the 
property transferred.” * 
Referring again to the illustration given above and 
assuming the presence of the other conditions specified 
in Sections 113(a)(7) and (8), the basis to B Cor- 
poration of the assets acquired from A Corporation 
would be $105,000 (under the rule of the Hendler 
case) and $80,000 (under the amendments made in the 
Revenue Act of 1939), computed as follows: 


Prior Acts 1939 Act 

Basis of assets to A Corporation....... $ 80,000 $ 80,000 
Plus gain previously recognized to A 

Be a  are r 25,000 None 
Basis of transferred assets to B 

eer $105,000 $ 80,000 


All of the above described amendments to the Code 
involving assumption of liabilities are effective for the 
taxable years beginning after December 31, 1938,” 
and (save for the two exceptions noted below), all of 
the foregoing amendments have been made retroactively 
applicable to the Revenue Act of 1924 and all subse- 

(Continued on page 736) 














% Ibid, Section 113(a)(6). 

27 Ibid, Section 113(a)(7) and (8). 
7% Op. cit. supra Note 17, at 26. 

2 Rev. Act of 1939, Section 213(e). 
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TAXABLE 


INCE the enactment of 
S the Revenue Act of 
19347 and the promul- 
gation of the Commissioner’s 
Regulations,? there exists 
considerable doubt as to the 
taxable status of the income 
of certain irrevocable trusts 
for a term of years with re- 
version in the settlor. A 
simple case will illustrate 
the issue. A executes an ir- 
revocable trust for a definite 
term of years (1, 2, 3, 5, 10, 
20 or more) with income 
payable annually to B and 
with reversion in the settlor, 
A. Is the income taxable 
to A (settlor) or to B (bene- 
ficiary) ? 

It is common knowledge 
that a trust for federal in- 
come tax purposes has been 
a taxable entity under our 
Revenue Acts since 1916. 
The plan of taxation of the 
income of trusts provides 
that the tax shall be com- 
puted upon the net income 
of the trust and shall be paid 
by the fiduciary; and that 
the income which is cur- 
rently distributed to the 
beneficiaries is an allowable 
deduction to the fiduciary, 
and the tax thereon shall be 
paid by the beneficiary.® 
However, exceptions to this 
general plan are provided in 
the case of certain revocable 
trusts and certain trusts the 


income of which is or may be for the benefit of the 
settlor.t These exceptions were originally enacted in the 
1924 Act * to prevent avoidance of income taxes through 
the use of trusts. The income of trusts falling within 
either of these exceptions is taxable to the settlor. 
Following the general plan, the income of the trust 
assumed for illustration, having been currently dis- 


She 


STATUS OF TERM TRUSTS 


By JOHN J. FITZGERALD * 


“The receipt of income, the enjoyment of, or 
benefit from, income, the actual command over 
income, or the power to enjoy it consti- 
tutes the right upon which the Revenue Act 
imposes the tax. To satisfy our constitutional 
limitations, there must be some relation be- 
tween the burden and the benefit. Thus, 
briefly, may the generally accepted concept of 
income under our Revenue Acts be described.” 





John J. FitzGerald 


ship.” ® 


tributed to the beneficiary, is 
taxable to the beneficiary, 
B, unless the trust falls 
within the exceptions to the 
general plan. The income 
of this trust is not or may 
not be held or accumulated 
for the benefit of the gran- 
tor in any of the channels 
specified in Section 167, so 
we may dismiss this excep- 
tion from consideration. This 
leaves only Section 166. 


Section 166 of the 1934 
Act (the same in subse- 
quent Acts) is as follows: 


“Where at any time the power 
to revest in the grantor title to 
any part of the corpus of the 
trust is vested 

(1) in the grantor either alone 
or in conjunction with any per- 
son not having a substantial 
adverse interest in the disposi- 
tion of such part of the corpus 
or the income therefrom, or 

(2) in any person not having 
a substantial adverse interest in 
the disposition of such part of the 
corpus or the income therefrom, 
then the income of such part of 
the trust shall be included in 
computing the net income of 
the grantor.” 


The test of taxability is 
clearly set forth. The stat- 
ute marks as the exception 
to the general plan trusts 
wherein a vested power to 
revest in the grantor title 
to any part of the corpus 
has been retained in the 
trust instrument. 


A trust has been defined as a state of “rights, titles 
and interests in property distinct from legal owner- 
Likewise a “power” has a definite signifi- 
cance in the law, “an authority to deal with property 
apart from ownership” ;’ “an authority reserved by or 
limited to, a person to dispose, either wholly or par- 
tially, of real or personal property, either for his 








* Certified Public Accountant, Boston; member of the Massachu- 


setts and Federal Bars. 


1Revenue Act of May 10, 1934, 5166, 167. 


680, 729; 26 U. S. C. A. 166, 167. 
2 Article 166-1, Regulations 86, 


by T. D. 4759, 1937-2 C. B. 117. 


as amended, by T. D. 4629, 
1936-XVI, C. B. 140; Article 166-1, Regulations 86, 94, as amended 


? Revenue Act of May 10, 1934, Secs. 161, 162 and 163. 48 Stat. 


at L., 680, 727; 26 U. S. C. A. 161, 162, 163. 


48 Stat. at Large, 


4 Revenue Act of May 10, 1934, Secs. 166 and 167. 


5 Revenue Act 1924, Secs. 219 (g) and (h); 43 Stat. at L., 253, 


275, 277. 


® Seymour v. Freer, 75 U. S. 202, 19 L. Ed. 306. 
7 Perry on Trusts, Sec. 248. 
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own benefit or for that of others * * The word 
is used as a technical term, and is distinct from the 
dominion which a man has over his own estate by 
virtue of ownership.” ® 


Powers must be distinguished from trusts. ‘“Pow- 
ers are never imperative; they leave the act to be 
done at the will of the party to whom they are given. 
Trusts are always imperative, and are obligatory 
upon the conscience of the party intrusted.” $ 

In the interpretation of statutes words with a fixed 
legal meaning will be taken as used with that mean- 
ing,® and where the statute plainly dictates that 
words are used in their technical sense, they will be 
so construed.’° 


In Section 166, Congress is using the word “power” 
in connection with revocable “trusts.” Unless we con- 
clude that both “trust” and “ power” are used therein 
in their technical sense, the section is meaningless. 
Therefore, Section 166 means that where A creates 
a trust and reserves direc tly or indirectly (as speci- 
fied in the statute) the authority (power) to regain 
or dispose of any part of the corpus transferred to 
the trust, then the income of such part of the corpus 
shall be taxed to A. In the trust taken for illustra- 
tion, there is no authority vested in anyone, during 
the term of the trust, to dispose of any part of the 
corpus. The test of taxability provided in Section 
166 has not been satisfied. 


T wo contentions have been made to enlarge the 
meaning of the word “power” as used in Section 166. 

First—A provision in the trust instrument that the 
principal shall be returned to the settlor upon a day 
certain (date of termination of the trust) is the res- 
ervation of the “power to revest.” This seems analo- 
gous to that “esoteric concept derived from subtle and 
theoretic analysis” referred to in Old Colony RR Co. 
v. Comm., 284 U. S. 552. Before the execution of the 
trust the settlor had full legal ownership of the prop 
erty conveyed to the trust. The execution of the 
trust was one act, creating at one time the respective 
rights, titles and interests. There was no conveyance 
of the property first, a power reserved, and then the 
exercise of the power. Upon execution, all provisions 
of the trust became simultaneously effective. The 
trustee received legal title subject to certain trusts 
which were imperative and obligatory, one of which 
was to pay the principal on a day certain to the set- 
tlor. There was no authority reserved by or limited 
to any person to dispose of the principal during the 
term of the trust. The settlor has parted irrevocably 
with the property for the term of the trust. 


Secondly—A provision for the termination of the 
trust resulting in a reversion is synonymous with a 
“power to revest.” The Supreme Court has effec- 
tively answered this contention : 
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“The agreement under consideration contains no such 
power as that described. Like every well drawn instrument 
it embodies provisions for the termination of the trust. 
The transfer was complete at the time of the creation of the 
trust. There remained no interest in the grantor. She re- 
served no power in herself alone to revoke, to alter or to 
amend... .”” 

In both of these contentions, an attempt is made 
to mark situations which appear analogous to those 
provided in the statute as falling within its meaning. 
This is the usual process of statutory enlargement. 
The statute does not state that where the corpus oj 
a trust reverts to the settlor after a term of years 
that the income of such a trust is taxable to the settlor. 
Congress must be charged with knowledge of the 
existence of these term trusts. Such a provision in 
the statute would clearly be taxing A upon B’s in- 
come and would raise constitutional issues which will 
be discussed below. The fact remains that the pres- 
ent Act makes no reference to this type of trust. 


Exceptions are generally exclusive and strictly 
interpreted. The Commissioner states that “an exce}) 
tion in a statute amounts to an affirmation of the ap 
plication of its general provisions to all other cases 
not excepted.” ?? The Supreme Court says that the 
specification of an exception in a statute excludes the 
possibility of any other exception to the general rule." 

It would seem clear then, without reference to 
Committee Reports, Court and Board decisions and 
previous statutes, that upon an analysis of the lan- 
guage of Section 166 of the 1934 Act, term trusts for 
any period of time are not embraced within its in- 
tended scope. The test of taxability is the reservation 
of a “power to revest” the corpus in the grantor. In 
our supposititious case there is no such power. The 
trust does not fall within the exception to the general 
plan, therefore the income is taxable in accordance 
with the general plan of the statute, to B, the bene- 
ficiary. 

However, the Commissioner’s Regulations “* do not 
leave us in such peaceful bliss. Article 166-1 was 
originally captioned “Trusts in the corpus of which 
the grantor retains an interest” but is now captioned 
“Trusts with respect to the corpus of which the 
grantor is regarded as remaining in substance the 
owner.” Note that the subject title is not referring 
to trusts with a power to revest. Yet this Article is 
presumably the Commissioner’s interpretation of 
Section 166. 

Sub-section (a) of Article 166-1 defines the “scope” 
of this Article as applying to trusts wherein, within 
the meaning of the Act, the settlor is regarded as remain- 
ing in substance the owner of the corpus. A settlor 
who has retained a power to revest in himself the 
corpus of the trust may well be regarded as remaining 
in substance the owner of the corpus. 











8 Farwell on Powers, Ch. 1, p. 1, see p. 8 and 9. 


® United States v. Merriam, 263 U. S. 179, 44 S. Ct. 69, 68 L. 
Ed. 240. 

“Respondents contention that the provision for termination 
of the estate by passage of time or death was a power to revert 
to petitioner is not sustained by reason or authority, and we can 
not so hold’’. Clifford v. Helvering, 105 F. (2d) 586 at 592, (Cert. 
app’d for by Comm’r.). 





10 United States v. Fidelity Trust Co., 222 U. S. 158, 32 S. Ct. 59, 
56 L. Ed. 137. 

11 Helvering v. Helmholz, 296 U. S. 93, 56S. Ct. 68. 

122G, M. C. 18893, C. B. 1937-2 

13 United States v. Barnes, 222 U. S. 513 (1912). See Gooch v. 
U. S., 297 U. S. 124 (1936) 56 S. Ct. 395, 80 L. Ed. 522. 


General Corporation et al. v. Hoey, 300 U. S. 268 (1937), 81 L. Ed. 
638, S7 &.. €t.. 457. 
ma See note 2, supra. 
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Sub-section (b) defines the “Test of Taxability to 
Grantor.” It states that “Section 166 defines with 
particularity instances in which the grantor is re- 
garded as in substance the owner of the corpus by 
reason of the fact that he has retained power to revest 
the corpus in himself.” The application of this test, 
defined in Section 166 (the power to revest) is then 
explained. There is an admission clearly stated here, 
that Section 166 establishes a standard as a test of 
taxability, viz., the retention of a power to revest 
the corpus in the grantor. Up to this point, Article 
160-1 follows the statute. But from the second para- 
graph of sub-section (b) to the end of this article 
a new doctrine is promulgated. Whether Section 
166 or the definition of income under Section 22 war- 
rants this new doctrine in its present form is for us 
to discuss and for the Courts to determine. 

This second paragraph states that “the provisions 
of Section 166 are not to be regarded as excluding 
from taxation to the grantor the income of other trusts, 
not specified therein, in which the grantor is, for the 
purposes of the Act, similarly regarded as remaining 
in substance the owner of the corpus.” 74 Thus there 
are other trusts not specified in Section 166 which 
are, for the purposes of the Act, to be similarly re- 
garded. In the first paragraph of sub-section (b) it 
states that in all trusts wherein the grantor has re- 
tained power to revest the corpus in himself, as pro- 
vided in Section 166, the grantor is regarded as in 
substance the owner of the corpus. In the second 
paragraph, it states that in all trusts wherein the 
grantor is regarded as in substance the owner of the 
corpus, the grantor is taxable on the income thereof, 
as for the purposes of the Act, the grantor of such 
trusts is to be similarly regarded as the grantor in 
those trusts falling within the specific provision of 
the statute, Section 166. It is clear that this new 
doctrine does not derive its efficacy from Section 166 
as those trusts defined in Section 166 are merely a 
part of this new doctrine. This new doctrine em- 
braces Section 166 and seems to indicate that the 
Commissioner does not need Section 166 as an au- 
thority to tax the income of trusts, specified therein, 
to the grantor. The test of taxability then is not 
whether the grantor has retained a power to revest 
in himself the corpus of the trust, but whether he 
may be regarded as in substance the owner of the 
corpus. The Act does not specify any such doctrine 
as a test of taxability of the income of trusts, so its 
boundaries are unknown. However, Article 166-1 de- 
fines these boundaries. 

The second sentence of the second paragraph of 
sub-section (b) states— 

“The grantor is regarded as in substance the owner of the 
corpus if, in view of the essential nature and purpose of the 
trust, it is apparent that the grantor has failed to part per- 


manently and definitively with the substantial incidents of 
ownership in the corpus.” ” 
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This description may well fit the cases wherein the 
Board and Courts have ignored the trusts altogether 
as being, in law, without substance. Wollman, 31 
BTA 37; Rand, 34 BTA 1107 (Acq. 1937-1 CB 21) and 
similar cases. But its meaning extends beyond this 
rule. In the paragraph following that just quoted 
above, the Article states— 
“in determining whether the grantor is in substance the owner 
of the corpus, the Act has its own standard, which is a sub- 
stantial one In that determination, among the 
material factors are the fact that the corpus is to be 
returned to the grantor after a specific term; and any 
other circumstances bearing on the impermanence and indefi- 
niteness with which the grantor,has parted with the sub- 
stantial incidents of ownership in the corpus.” ® 

While the Act fails to define any “standard” other 
than that provided in Section 166, it is evident that 
under Article 166-1, term trusts with reversion in the 
grantor are to be similarly regarded as those speci- 
fied in Section 166. Has the Commissioner any au- 
thority under the Act to tax to the grantor the income 
of any irrevocable trust for a term of years with re- 
version in the grantor? The answer will be ap- 
proached from three aspects. 


Legislative and Judicial History of Section 166 


1. A review of the legislative and judicial history 
of Section 166 will throw some light upon the funda- 
mental concept of the test of taxability of the income 
of revocable trusts as defined by Congress and inter- 
preted by the Courts. 

The Revenue Acts prior to the 1924 Act contained 
no express provision regarding revocable trusts and 
the taxable status of revocable trusts was in confu- 
sion.*® The general rule was ultimately adopted by 
the Courts that where the settlor had reserved control 
of the corpus of a trust through a power to revoke, 
the income was taxable to the grantor under the gen- 
eral concept of income.’7 The Court in O’Domnell v. 
Commissioner, supra (under 1921 Act and decided 
April 10, 1933) said at p. 635— 

“We think that, as the income received by the trustee was 
at all times under the control of petitioner by reason of his 
power of revocation, the petitioner is liable for the tax thereon.” 

In another case ** under the 1921 Act, involving a 
trust with a power to revoke subject to a condition 
precedent, the court held that the grantor did not 
have command over the income because he had no 
power within his control to revest the corpus in him- 
self, and therefore the income was not taxable to him. 

In Corliss v. Bowers, 281 U. S. 276 (1930) which 
upheld the constitutionality of Section 219 (g) of the 
1924 Act, Mr. Justice Holmes stated that “the income 
which is subject to a man’s unfettered command” may 
be taxed to him and indicated in the last sentence at 
p. 378 that the specific provision in the statute, Sec- 
tion 219 (g) was not necessary to tax the grantor on 
the income of the revocable trust in issue. 











™ The Court in Douglas v. Willcutts, 296 U.S. 1, 80 L. Ed. 3, 
56 S. Ct. 59, referring to the income of a trust used to satisfy 
a legal obligation of the grantor, stated, ‘‘Nor are the provisions 
of the statutes (R. A. 1926, Sec. 219 (h) 44 Stat. at L., 9, 32, 34, 
R. A. 1928, Sec. 167, 45 Stat. at L., 791, 838, 840) . to be 
regarded as excluding instances not specified, where in contempla- 
tion of law the income remains in substance that of the grantor.”’ 

5 Cf. Burnet v. Wells, 289 U. S. 670, and Dupont v. Commissioner, 
289 U. S. 685, for the philosophy expressed. 











16 Reg. 45, Art. 341; O. D. 676, C. B. 3 p. 202 reversed L. O. 
1102, C. B. 1-2, p. 50; reversed S. M. 1699, C. B. III-1 p. 223; 
reversed again S. R. 323, C. B. IV-1 p. 177. 

11 Stoddard v. Eaton, 22 Fed. (2d) 184; O’Donnell v. Commissioner, 
64 Fed. (2d) 634; aff’g 25 BTA 834, cert. den. 54 S. C. 208. See 
also Catlin et al., 25 BTA 834, and Arthur H. Fleming et al., 6 
BTA 900. 

18 Shanley et al. v. Bowers, Exr., 81 Fed. (2d) 15 (1936). 
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It is evident then that without the aid of a specific 
provision in the statute, the income of a trust, in 
which the settlor had retained the power to revest the 
corpus in himself, would be taxable to him under the 
general concept of income as defined in Section 22. 
This is true under all Revenue Acts. The test of 
taxability is control over the income taxed, through 
the control of the corpus,’® by a power to revest. Such 
a settlor is the owner in substance of the corpus and 
the income, but from a tax aspect, he is taxed upon 
the income because he has control over that income, 
since he is free to enjoy it, and not because he is the 
owner in the substance of the corpus. 

However, the cases involving Acts prior 
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In Canfield et al., Exr’s. v. Commissioner,”* the trust 
was created on June 26, 1930, and by its provisions 
terminated January 3, 1931. The Commissioner con- 
tended that “said trust is not a revocable trust but 
terminates within one year after date, and all 
power over said trust is retained by the donor of 
the trust.” The Board held that the income of this 
trust for 1930 was not taxable to the grantor as “under 
the terms thereof the decedent had no power to revest 
in himself title to any part of the corpus of the trust 
at any time prior to January 3, 1931, on which date 
the trust terminated.” The Commissioner acquiesced. 
This case involved the 1928 Act and was decided No- 





to 1924 were not decided in most instances 








until after the 1924 Act had been enacted, 
so that in 1924, the law on the tax status of 
income from revocable trusts was in doubt. 
To clear up this difficulty the first express 
provisions on revocable trusts was enacted 
in Section 219 (g) of the 1924 Act.?° The 
test of taxability under this section is a 
power to revest title to any part of the corpus 
in the grantor. The Senate Finance Com- 
mittee Report 74 makes this clear. This Re- 
port further indicates at p. 25 that the 
fundamental concept of this provision was 
control over the property to be taxed— 

“The sub-division of the House Bill has been re- 
written in order tlrat there shall not be taxed to 
the grantor the income of a trust as to which the 
grantor has a power of revocation subject, how- 
ever, to a condition which has not happened.” 

In Stoddard v. Eaton, supra (involving the 1918 Act 
and decided in 1927) the Court referring to Section 
219 (g) of the 1924 Act stated that the “action of 
Congress under the circumstances may well be re- 
garded as a clarification of an originally obscure ex- 
pression of legislative intent,” and “the policy of the 
law is now more clearly expressed in the language of 
the Acts of 1924 and 1926 which provide—that, where 
the grantor of a trust reserves the power to revest 
himself with the title to any of the corpus of the trust, 
then the income of such part is the income of the 
grantor.” 

The Statute included the situation where the 
grantor and another not a beneficiary had the power 
to revest as well as the situation where the grantor 
alone had such powers.”® Congress had thus enlarged 
the area of taxation, but only to the extent of the 
donee of the power. The element of control remains 
as the fundamental concept of the test of taxability. 

The provisions on revocable trusts in the 1926 (sec- 
tion 219(g) and 1928 (Section 166) Acts) are the 
same as in the 1924 Act. The Commissioner’s Regula- 
tions *? under these Acts are substantially the same 
and follow the Act closely. Under these Acts, few 
cases have been litigated involving irrevocable trusts 
for a term of years with reversion in the grantor. 


% Cf. Reinecke v. Smith, 289 U. S. 172. 

***Where the grantor of a trust has, at any time during the 
taxable year, either alone or in conjunction with any person not 
a beneficiary of the trust, the power to revest in himself title 
to any part of the corpus of the trust, then the income of such part 


of the trust for such taxable year shall be included in computing 
the net income of the grantor."’ 






Tt is difficult to fathom the processes 


of reasoning to a point where a conclusion may be reached,— 
apart from some of the circumstances found in trusts, wherein 
the Courts held them without substance—that there is a dis- 
tinction between the size of an equitable interest for purposes 
of determining subjects of income taxation. Shall a line be 
drawn on an equitable interest for one year? Must it be five 
or perhaps ten years? Or where along the line can this pun- 
gent fact of an absolute ownership of an equitable interest, and 
the absolute ownership of the income therefrom, be destroyed?” 


vember 23, 1934. The Commissioner’s acquiescence 
is puzzling as the doctrine promulgated in Article 
166-1, supra, had been adopted and as shown above, 
it would seem that the Commissioner does not need 
Section 166 as authority for the doctrine. 

In U. S. v. First National Bank of Birmingham,” 
the grantor executed an instrument on May 5, 1928, and 
contributed, gave and granted in trust “for the term 
of one year, beginning with the first day of October, 
1928, and ending with the 30th day of September, 
1929,” certain real estate. By a similar instrument 
executed June 7, 1929, the grantor conveyed said 
real estate to the same grantee for a term of three 
years beginning with the lst day in October, 1929, 
and ending with the 30th day of September, 1932. 
The Commissioner contended that the provision of 
Section 166 of the Revenue Act of 1928 required that 
the income during the period from January 1, 1929 
to September 30, 1929 from said real estate, in trust 
during that period under the first instrument, be in- 
cluded in grantor’s income for the year 1929. The 
Court held that said income was not taxable to the 
grantor during the term of the trust and that such 
a trust was not within the meaning of Section 166 
of the 1928 Act. The opinion is quoted at length 
because, in the writer’s opinion, it is applicable to 


21No. 398, 68th Congress ist Sess. p. 25. See also Ways and 
Means Committee Report No. 179, 68th Congress 1st Sess., p. 21, and 
Conference Report No. 844, 68th Congress ist Sess., p. 19. 

22 Reg. 65, Art. 347; Reg. 69, Art. 347; Reg. 74, Art. 881. 

325 BTA 834; Acq. 11-2 C. B. 2. 

274 Fed. (2d) 360 (Dec. 18, 1934) (C. C. A.-5). 
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Section 166 of the 1934 Act as well as that section 
in the 1928 Act: 


“It was not such a trust as is described in the above set 
out provision of the statute, as the grantor did not have, at 
any time during the taxable year 1929, or at any other time, 
either alone or in conjunction with any person not a bene- 
ficiary of the trust, the power to revest in himself title to any 
part of the corpus of the trust. By that instrument the entire 
property rights in the described real estate for the period 
stated were irrevocably vested in the grantee. The estate 
granted being one limited to endure for a definite period, 
fixed in advance, is what is known as an estate for years. 
(Case cited)” The corpus of the trust was the granted estate 
in the described property for the stated period. The income 
from that property during that period was the grantee’s 
income, not the grantor’s income, as it was subject to the 
unfettered command of the grantee, not subject to any power 
over it exercisable by the grantor: the source of it being a 
property interest or estate irrevocably vested in the grantee. 
(Cases cited)* The income in question was not taxable 
against appellee’s testator (grantor) because he did not own 
that income, or have any beneficial interest therein when it 
accrued, and did not have the power . . . to revest in himself 
the title to the property interest or estate which was the 
source of that income. The thing granted being the estate 
of property interest which produced the income in question, 
not future income earned by the grantor or settlor which he 
continued to own, rulings such as those made in the cases of 
Lucas v. Earl, 281 U. S. 111, 50 S. Ct. 241, 74 L. Ed. 731 and 
Burnet v. Leininger, 285 U.S. 136, 52 S. Ct. 345, 76 L. Ed. 665, 
are not applicable. 

“ . . By no one of those instruments did the settlor, the 
taxpayer, reserve to himself possession or command of the 
corpus conveyed thereby or of any of the income therefrom, 
and no evidence tended to prove that in fact he had or 
exercised such control during the periods named in those 
instruments, respectively.” 


The cogent reasoning of this decision clarifies the 
issue. Its effect is inescapable. It leaves no doubt 
that a term trust with reversion in the grantor is not 
within Section 166 of the Revenue Act of 1928, and 
further that the test of taxability is “control” of 
the corpus and income during the period named. The 
grantor did not own the income and did not have the 
power to control it, therefore the grantor is not tax- 
able on that income. 

There is a factual distinction between Canfield et al., 
supra, and U.S. v. First National Bank of Birmingham, 
supra, which has an important bearing upon the ques- 
tion of whether a term trust with reversion in the 
grantor may be similarly regarded as those trusts fall- 
ing within Section 166 of the 1928 Act. In the former, 
Canfield et al., supra, the trust terminated January 3, 
1931, and the issue in the case was whether the income 
for the year 1930 from this trust was taxable to the 
grantor. In the latter case, U. S. v. First National 
Bank of Birmingham, supra, the trust terminated in 
1929 and the issue was whether the income for the 
year 1929 was taxable to the grantor. If the words 
“reversion” and “power” were synonymous, then there 
would be a revesting in the grantor of the whole cor- 
pus during the taxable year (1929) in the First Na- 
tional Bank of Birmingham case, which in fact would 
bring the latter case clearly within Section 166,—it 
could then be said that the grantor had the power 
to revest in himself the corpus during the taxable year, 
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and the income should be taxable to him. This would 
(if the words in question were synonymous) follow 
even though said trust was irrevocable before the 
date of its termination. See Clapp v. Heiner, 51 Fed. 
(2d) 224, aff’g (D.C.) 34 Fed. (2d) 506 where settlor 
reserved the power of revocation upon six months’ 
notice, and court held the income was taxable to the 
grantor. Also to the same effect, Simpson v. Comm., 
77 Fed. (2d) 668, aff’g, 30 BTA 999, where the grantor 
reserved the right to revoke on Dec. 31 by giving 30 
days’ notice. In both cases a power was reserved by 
the grantor. If a power and a reversion were one 
and the same thing, then it is clear that there could 
be no distinction between a right to obtain the prop- 
erty upon the exercise of a power by giving six months 
notice and a right to obtain it at the end of six months 
by the terms of the original instrument; in both such 
situations there would be a right to revest in the 
grantor during the taxable year the corpus of the trust. 
However, the First National Bank of Birmingham case 
makes it clear that a reversion and a power are not 
one and the same, and will not be similarly regarded, 
since Congress did not intend to bring within Section 
166 of the Revenue Act of 1928 a term trust with 
reversion in the grantor. 


Sawtelle v. Commissioner," petitioner’s husband 
on March 17, 1930, transferred to his wife (peti- 
tioner) as a gift certain stock. On April 30, 1939, peti- 
tioner created two irrevocable trusts to which said stock 
was transferred. Both trusts provided that the trus- 
tee should pay all trust funds to the grantor (peti- 
tioner) on January 1, 1931, but if the grantor should 
die before that time the trust should hold the trust 
property on stated trusts. The income for the year 
1930, profit on the sale of the stock, was not distrib- 
uted in 1930, but was added to the corpus. The Board 
held that the trust was within Section 167 of the 1928 
Act, on the ground that the income was accumulated 
for the benefit of the grantor. The Circuit Court in 
reversing this holding pointed out that a tax statute 
cannot be extended by construction to include cases 
unless they come within the language used on reason- 
able interpretation of it. 


It is significant to note that no issue was raised 
on Section 166. This case was decided March 6, 
1936. That the question whether this trust (being a 
term trust for less than a year, with reversion in the 
grantor) was within Section 166 of the 1928 Act was 
not raised in the Sawtelle case by the Commissioner 
is again puzzling as the doctrine of Article 166-1 
should be just as applicable under the 1928 Act as 
under the 1934 Act. According to that Article, the 
Commissioner needs no specific provision in the Act 
for his authority to tax the income of such trusts to 
the grantor. 


In Commissioner v. Grosvenor” the Court stated 
that the trust may not be disregarded because the 
settlor has a reversionary interest. In this case the 
trust was for the minor child of the settlor; when 











> Hyatt v. Vincennes Nat. Bank, 113 U. S. 408, 5 S. Ct. 573, 28 
L. Ed. 1009; 35 C. J. 970, 10 R. C. L. 662. 

*% Hoeper v. Tax Commissioner, 284 U. S. 206, 52 S. Ct. 120, 76 
L. Ed. 248; Nichols v. Coolidge, 274 U. S. 531, 47 S. Ct. 710; 71 L. 
Ed. 1184, 52 A. L. R. 1081; Corliss v. Bowers, 281 U. S. 376, 50 





S. Ct. 336, 74 L. Ed. 916; Poe v. Sanborn, 282 U. S. 101, 116, 51 
S. Ct. 58, 75 L. Ed. 239; Langley v. Commissioner, (C. C. A.), 61 
Fed. (2d) 796; Bing v. Bowers (D. C.), 22 Fed. (2d) 450. 

27 82 Fed. (2d) 221 (C. C. A.-1) rev’g 32 BTA 687. 

%85 Fed. (2d) 2, (C. C. A.-2). 
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she reached 21, or upon her death, the trust was to 
end, and the trust estate was then to be paid to the 
settlor. The Court said: 

“Tt is also argued that the trust may be disregarded because 
of the Settlor’s reversionary interest and his power to revoke 
the trust by giving 13 months notice to the trustee. As to 
this we adhere to our own recent decision of Langley v. Com- 
misstoner, 61 Fed. (2d) 796.” 

Therefore, under Revenue Acts prior to 1924, and 
according to the provisions of subsequent Revenue 
Acts (Sections 219 (g) of the 1924 and 1926 Acts and 
Section 166 of the 1928 Act), the Commissioner’s 
Regulations, and decisions of the Board of Tax Ap- 
peals and Federal Courts, it is well settled that an 
irrevocable trust for a term of years with reversion 
in the grantor is not within the meaning of these 
sections; that these sections require a “power to 
revest”; that the fundamental concept of dominion 
and control over the corpus, must be present in any 
trust to bring the income of such trusts within the 
meaning of these Sections; and that a reversion in the 
grantor after a term for years does not of itself sat- 
isfy this concept. A reversion does not give command 
over the income of the trust. Congress has defined 
the area of taxation of revocable trusts. The Courts 
have interpreted this section accordingly. Section 166 
of the Revenue Act of 1928, has, therefore, a definite, 
settled construction. 

It is now pertinent to ascertain what effect the 
changes in Section 166 in the Revenue Acts of 1932 
and 1934 had upon the scope of this Section. 

The change affected by the 1932 Act is explained 
in the report of the Finance Committee, No. 665, 
Seventy-Second Cong., First Sess., p. 34. The change 
affected the donees of the powers, and substituted the 
word “vested” for the word “has” so that the power 
would have to be a vested power and not a con- 
ditional one. 


Section 166 of the 1934 Act is exactly the same as 
Section 166 of the 1932 Act except that the words, 
“during the taxable year” which appeared following 
the words “where at any time,” and the words “for 
such taxable year” preceding the words in the next to 
the last line “shall be included in,” were omitted in 
the 1934 Act. This section now reads—‘Where at 
any time the power to revest in the grantor title to 
any part of the corpus of the trust is vested * * *” 
The change affected by the 1934 Act is explained in 
the Report of the Conference Committee on the 1934 
Revenue Bill: 

“Under existing law, the income from a revocable trust is 
taxable to the grantor only where such grantor (or a person 
not having a substantial adverse interest in the trust) has 
the power within the taxable year to revest in the grantor 
title to any part of the corpus of the trust. Under the terms 
of some trusts, the power to revoke cannot be exercised 
within the taxable vear, except upon advance notice delivered 
to the trustee during the preceding taxable year.” Tf this notice 
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is not given within the preceding taxable year, the courts 
have held that the grantor is not required under existing 
law to include the trust income for the taxable year in his 


return. The Senate Amendments require the income from 
trusts of this type to be reported by grantor.” 

As with previous Committee Reports nothing was 
said about term trusts. Notably in the Commitice 
Report on the 1934 Act, reference is made to a “power 
to revest” vested in the grantor as distinguished from 
the exercise of said power. The amended Section in 
the 1934 Act was therefore intended to apply to cases 
where a “power to revest” is vested regardless of 
when it is exercisable.*® 

The Court in the Lewis v. White case said: 

“they limited the application of the statute to those cases 
where the grantor had reserved in the trust agreement an un- 
conditional power by the exercise of which during any taxable 
year he could control or appropriate the income derived from 
the trust during that year and which was payable to another. 

It is this power to reach and apply the income at the 
grantor’s option that renders it subject to the tax, regardless of 
whether or not he exercised the power. It was the reservation 
of this power, control, or ‘command over the property taxed’ that 
was advanced in Corliss v. Bowers, supra, as adequate grounds 
upon which to base the constitutionality of Section 219 (g)’.” 

Congress in the 1934 Act deleted the words “during 
the taxable year” from Section 166. If we delete the 
reference to a taxable year from the above quotation 
from the Lewis case, have we not the interpretation 
of Section 166 of the 1934 Act? 

In all these cases the Courts are referring to a 
“power to revest” as the essential factor to bring a 
case within Section 166. The fundamental concept 
of Section 166 of the 1928 Act still prevails in Sec- 
tion 166 of the Revenue Act of 1934. No words were 
used in Section 166 of the 1934 Act which would indi- 
cate that Congress intended to broaden its scope to 
include term trusts with reversion in the grantor. 
The meaning of words heretofore accepted are not 
altered when reénacted in a new legislative setting.” 

Whether the income of a trust wherein the grantor 
has reserved a power to revest which can be exercise‘ 
only at the end of five years is taxable to the grantor 
will undoubtedly raise a constitutional issue, and 
need not be discussed here. It is enough to say that 
it is a vested power within the Statute and the Com- 
missioner would have the authority to tax the income 
of such a trust to the grantor. 


NDER the 1934 Act, there has been considerable 

litigation on Section 166. The decisions uniformly 

hold to a strict construction of the language of the 

statute,*? and reject the Commissioner’s new doctrine. 

Pertinent points in these decisions augment the weight 

of authority as to the fundamental concept of Section 
166— 


In the Rovensky case, 37 BTA 702, the I 


“A vested power has a legal significance which Congress 
did not disregard. To say that it is met by a finding of ‘a 


Board said: 











*See Lewis v. White, 56 Fed. (2d) 390 (D. Ct. of Mass.), appeal 
dismissed October 21, 1932 (C. C. A.-1); Langley v. Commissioner, 
61 F. (2d) 796. 

% In accord Faber v. United States, 1 Fed. Sup. 859 (Ct. of 
Claims); Ashforth et al., Exrs., 26 BTA 1188 (Oct. 12, 1932), over- 
ruling Board's decision in Langley v. Commissioner, 24 BTA 1158, 
and citing with approval Lewis v. White, supra. Commissioner 
acquiesces to this view. C. B. XII-1 p. 2. See also G. C. M. 
11640, C. B. XII-1 p. 144. 

31 Aluminum Castings Co. v. 


Routzahn, 282 U.S. 92 (1930). 








" Boeing v. Commissioner, 37 BTA 178; A. 1939-26-9888; Goulder 
vu. Commissioner, 39 BTA 670, A. 1939-27-9897; Downs v. Commis- 
sioner, 36 BTA 1129, A. 1938-1 C. B. 9; Blanche G. Penn, 39 BTA 
787; Rovensky v. Commissioner, 37 BTA 702; Corning v. Com- 
missioner, 104 Fed. (2d) 329 (C. C. A.-6), rev’g 36 BTA 301: 
Clifford v. Helvering, 105 Fed. (2d) 586 (rev’g BTA Memo, Sept. 
26, 1938), Cert. applied for by Commissioner Sept. 13, 1939; Com- 
missioner v. Meredith Wood, 104 F. (2d) 1013, (C. C. A.-2) (Aff's 


per curiam 37 BTA 1065), Cert. applied for by Commissioner Sept. 
13, 1939, 
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certain interest’ which in turn is held to ‘constitute a revocable 
trust’ is to distort the language used to the point of depriving 
it of any meaning, and to give the administrator a power to 
rewrite the statute more broadly than Congress obviously 
intended.” 

In the Boeing case, 37 BTA 178, (a possibility of re- 
verter issue) the Board said: 

“That section (167) being one which cuts across the usual 
concept of the separate entity of trusts, should not, we think, 
be given any broader interpretation than its terms require 


and further the Board states that 


“it remains for us to point out that no power is retained under 
any of them (the trusts) to revest title in the grantor, where- 
fore Section 166 does not apply.” 

In the Downs case, 36 BTA 1129, (a reversion after 
a life estate) the Board said: 

“No exercise of volition by the grantor is required nor 
would have any effect upon the return of the corpus to her.” 

In the Corning case, supra, the Court held that the 
term “power” and the term “vested” is not used in the 
1934 Act in any other sense than these terms were 
used in the preceding Revenue Acts, and said— 

“The phrasing of Section 166 is clear and requires no ex- 
trinsic aids to interpretation.” 

In all these decisions the test of taxability continues 
to be “control” through power to revest. The Board 
and the Courts have been consistent to date on this 
important fundamental. 


The Downs case, supra, holds that where there is 
a reversion after an indefinite term for years (a life 
estate) the income is taxable to the beneficiary and 
not the grantor. The Commissioner acquiesced and 
in I. T. 3238, 1938-50-9640 (p. 4) adopted the princi- 
ple that where the corpus revests by the terms of the 
trust instrument itself, the income is not taxable to 
the grantor. It is difficult to draw a distinction in the 
application of this principle to the facts of the Downs 
case and a trust for a definite term of years with 
reversion in the grantor. The only distinction in the 
cases is that in the Downs case, the term is indefinite 
and in our supposititious case, the term is definite. 


However, the Meredith Wood and Clifford cases, 
(supra, note 32) are directly in point. In the Wood 
case, the settlor, on April 8, 1931, executed a trust, 
with himself as sole trustee, income payable to his 
wife, termination upon (a) 3 years from date, (b) the 
death of the settlor, (c) the death of his wife, which- 
ever event shall first happen. Upon termination the 
corpus reverts to the settlor. On March 25, 1932, the 
3-year period was extended to 5 years from April 
8, 1931. Income for 1934 was distributed to the ben- 
eficiary. The Commissioner contends that the in- 
come is taxable to the settlor under Section 166 of 
the Revenue Act of 1934. 


The Board holds otherwise and once again follows 
the language of the Statute and the fundamental con- 
cept of “control.” The Board said— 


“The trust could be terminated only upon the happening of 
One of three events . . . the grantor had no control over the 


happening of such events.” 


“Since Section 166 supra deals only with revocable trusts, 
and since the trust here in question was not, under the terms 
of the instrument creating it, revocable at any time during the 
Period fixed for its duration, that section is not applicable in 
the instant case.” ... 
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“The petitioner did not own that income nor did it remain 
his in substance, for, under the terms of the grantor and for 
the specified period of time, the beneficiary had the unfettered 
right to receive and use the income from the trust corpus.” 

The Circuit Court of Appeals for the Second Cir- 
cuit has affirmed this decision per curiam on the au- 
thority of United States v. First National Bank of Bir- 
mingham, supra. 


In the Clifford case, the settlor in 1934 created a 
trust with himself as sole trustee, with income for 
the benefit of his wife (payable in such sums and at 
such times as settlor might in his discretion deter- 
mine, and all accrued or accumulated income at ter- 
mination of trust to be absolute property of his wife) 
and with termination upon the earlier of three events 
(1) five years from date, (2) death of settlor, (3) 
death of beneficiary, principal upon termination to 
revert to the settlor. The trustee had the usual powers 
of management and investment and release from lia- 
bility for losses. The trust was treated in the adminis- 
tration of its affairs as a separate entity and all the 
net income for 1934 was distributed to the beneficiary 
and intermingled with her own funds. No separate 
record was kept by her of the use of these funds. 


The Board in a memorandum decision (CCH Dec. 
10,446-B, Sept. 26, 1938) held that the income was 
taxable to the settlor on the ground that the trust 
was without substance (on authority of Wollman, 31 
BTA 37, Rands, 34 BTA 1107, and Corning, 36 BTA 
301) and therefore the Board did not consider whether 
the trust was within Section 166. This theory of find- 
ing a trust without substance is discussed below under 
our Aspect No. 2, “Concept of Ownership in Corpus 
of Trust.” 


The Circuit Court considered the question of 
whether this trust was within the scope of Section 166 
and said: 


“The grantor in the instant case was given no power of 
revocation or revestment. The trust was absolute for the 
period of five years, except that it might terminate sooner 
by events beyond the control of the petitioner. Generally, 
a power of revocation is the reservation of a power in the 
grantor to put an end to the estate granted. Tiffany, Real 
Property, 2d ed., p. 1049. In this Section, 166, the word 
“revest” clearly means the power reserved to the grantor to 
terminate a granted estate. U. S. v. First National Bank of 
Birmingham, 74 F. (2d) 360. An existing right in property 
is not a power, but power is the right, ability or faculty of 
doing something. 2. Bouv. Law Dict., Rawles Third Revision, 
page 2646. Here, manifestly, petitioner had no power to 
divest nor abridge the existing estate, and hence the trust 
income is not affected by Section 166, supra.” 


Once more it can be said that the test of taxability 
required to bring a trust within the scope of Section 
166 is “control” by the grantor through a vested power 
to revest. 


NE more piece of evidence may be offered here. 

When the 1934 Act was in Committee, certain 
recommendations were made by a Subcommittee of the 
House Ways and Means Committee, 343 CCH pp. 
6673, 6697, 6707). Among them was the following: 
“(6) The income from short-term trusts .. . should 
be made taxable to the creator of the trust”. This 
indicates that the Treasury Department considered 
legislation necessary to tax the income of these trusts 
to the grantor and the 1934 Act proves that Congress 
refused to adopt the suggestion. 
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The legislative and judicial history of Section 166 
convincingly establishes the test of taxability, under 
the section, of income of revocable trusts. Its funda- 
mental concept is the retention of “control” over the 
corpus through a vested power to revest. The term 
trust with reversion in the grantor fails to satisfy this 
test. It would seem evident that Section 166 does not 
apply to our illustrated case. Therefore the income 
would be taxable under the general plan of the statute 
to the beneficiary, B. And this leads us to the second 
aspect of the problem. 


Concept of Ownership in Corpus of Trust 


2. The concept of ownership in substance of the 
corpus of a trust as a test of taxability of the income 
of certain trusts to the grantor made its first appear- 
ance in the Commissioner’s Regulations as Article 
166-1, Reg. 86.°7* We know that there is no specific 
provision in the Statute defining trusts which are 
within this concept, other than Seetion 166. As was 
shown above in the analysis of the language of this 
Article, the Commissioner is attempting to find au- 
thority in Section 166 to tax the income of other 
trusts not specified therein, which may be similarly re- 
garded. The Board and the Courts throughout the 
history of Section 166, have refused consistently to 
enlarge the meaning of this Section beyond the Con- 
gressional intent. As we have concluded that Section 
166 does not grant the authority to tax the income 
to the grantor of those other similarly-regarded trusts, 
then if there is any authority in the Statute for this 
new doctrine, it must be upon a statutory construc- 
tion of income as defined in Section 22. 


The Courts have recognized that under the general 
concept of income, the grantor may be the owner in 
substance of the income of a trust by virtue of (1) his 
“unfettered command” over the corpus or income, 
Corliss v. Bowers, supra; (2) the use of that income 
to satisfy a legal obligation of the grantor, Douglas v. 
Willcuts, 296 U. S. 1, and associated maintenance 
cases; (3) the lack of substance, as a matter of tax 
law, of the trust, DuPont v. Commissioner, 289 U. S. 
685 ; McCauley v. Commissioner, 17 BTA 886, aff’d., 44 
Fed. (2d) 919; Benjamin F. Wollman, 31 BTA 37; Wil- 
liam C. Rands, 34 BTA 1107; A. 1937-1 CB 21; Estate 
of C. O’Laughlin, 38 BTA 1120 (on appeal to Circuit 
Court-7) ; and Warren H. Corning v. Commissioner, 36 
BTA 301, rev’d., 104 F. (2d) 329 (CCA-6), (Govern- 
ment will not appeal). 


The principles of Corliss v. Bowers, supra, and Doug- 
las v. Willcuts, supra, are sufficiently well known and 
established. It is well to note, however, that in these 
cases the Court predicates the decisions upon the ele- 
ments of “control” by the grantor of the corpus or 
income or the “benefit” received by the grantor from 
the income. The test of taxability is that “control” 
or “benefit” which constitutes ownership in substance 
of the income. These cases satisfy the general con- 
cept of income (Section 22) and the grantor is taxable 
upon the income without reference to Sections 166 
or 167. 

In a few cases the Courts and the Board have found 
that the trust was without substance, as a matter of 


32a See footnote 2, supra. 
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tax law, therefore the trust could be ignored and the 
grantor was taxable on the income. 

In the McCauley case (1921 Act involved) the Board 
found that this trust was without substance as the 
grantor (father) received the income and distributed 


_it as he saw the several necessities or best interests 


of his children (beneficiaries), not confining himself 
in any one year to the amounts called for in the agree- 
ment. 


In DuPont v. Commissioner, supra, the companion 
case of the famous Burnet v. Wells, 289 U.S. 670, the 
Court said: 


“The provisions of these deeds would require a determina- 
tion in favor of the Government, though Burnet v. Wells had 
been decided the other way. ‘A statute may be invalid as 
applied to one state of facts and yet valid as applied to an- 
other’. Dahnke-|Valker Mill Co. v. Boudurant, 257 U. S. 282. 
Here the grantor did not divest himself of title in any perma- 
nent or definitive way, did not strip himself of every interest in 
the subject matter of the trust estate. During the term of three 
years, the trustee was to apply the income to the preservation 
of the policies, and while thus applying the income was to 
hold the principal intact for return to the grantor unless in- 
structed to retain it longer. The situation in its legal effect 
would not be greatly different if the trusts had been created 
for a month or from day to day. One who retains for himself 
so many of the attributes of ownership is not the victim of 
despotic power when for the purpose of taxation he is treated 
as owner altogether.” 


While this is dictum its inferences may be safely ac- 
cepted. Where the Court finds “so many of the at- 
tributes of ownership” in the grantor (a direct benefit 
from the term estate, and ownership of the reversion) 
he may for the purpose of the Act be treated as the 


owner altogether. For tax purposes, the trust lacked 
substance. 


In the Wollman case the grantor created a trust for 
one year with income payable to his wife and rever- 
sion in the grantor. He declared himself trustee, 
retained title to the securities, kept them in his safe 
deposit box and collected the income, which he paid 
over to his wife. He had the right to keep the income 
or the proceeds of a sale of the corpus and his liability 
was to be that of a debtor in lieu of a fiduciary. Evi- 
dence at the trial established the facts that the pur- 
poses of the trust were to pay his wife the income 
in lieu of an allowance for personal expenses and to 
reduce income taxes. The Board found that the 
grantor was trying to obtain a deduction from his 
income for his wife’s living expenses through the use 
of a trust and further that the grantor failed to part 
with ownership of the corpus. The Board quotes 
from Stoddard v. Eaton, 22 F. (2d) 184: 


“A trust, as therein understood (revenue Act), is not only an 
express trust, but a genuine trust transaction. A revenue 
statute does not address itself to fictions.” 


And quoting from Burnet v. Wells, supra, speaking 
of trusts for the benefit of wife or kin: 


“The relation between the parties, the tendency of the 
transfer to give relief from obligations that are recognized as 


binding by normal men and women, will be facts to be con- 
sidered .. .” 


and speaking of subjects of taxation: 


“Government in casting about for proper subjects of taxa- 
tion is not confined by the traditional classification of interests 
or estates. It may tax, not only ownership, but any right or 
privilege that is a constituent of ownership. (cases). Liability 
may rest upon the enjoyment by the taxpayer of privileges 
and benefits so substantial and important as to make it 
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reasonable and just to deal with him as if he were the owner, 
and to tax him on that basis.” 


The Board found that the line which separated the 
grantor’s rights under the trust instrument from those 
of complete ownership was too faint to be distinguish- 
able. The trust in other words lacked substance. 

In the Rand case, the grantor had retained such 
rights over the corpus and income and had conducted 
the trust affairs in such a manner as to be undis- 
tinguishable from complete ownership. ‘The Board 
said at p. 1115: 

“We think, therefore, that a full and careful consideration 
of all the evidence offers no escape from the view that the 
alleged trusts were wholly without substance... . 

“This is not to say as a general rule that the income of a 
trust legally created and administered may be lightly attrib- 
uted to the settlor and taxed to him. When, however, one 
attempts such a scheme, particularly by placing himself in the 
equivocal position of being both the settlor and trustee, he 
must execute the plan with the most exact, even meticulous, 
adherence to it. The integrity of each detailed act must be 
established. If there is any shilly-shallying by him, he can not 
expect the Government to give recognition to a structure for 
which he himself has less than a high regard. While a tax- 
saving motive does not vitiate a plan otherwise legal, it may 
serve, when coupled with loose and inexact administration, 
to confirm a suspicion that the plan is one without substance 
or reality. This, we think, is the situation here.” ; 

ae It is only when the income-producing property is 
itself transferred that the income therefrom is no longer 
attributable to the transferor. McCauley v. Commissioner, 44 
Fed. (2d) 919.” 

The language of the Board marks out the general 
boundaries of this theory. All the surrounding cir- 
cumstances must point to a genuine trust, otherwise 
its effect may be ignored for tax purposes. 

In the Corning case (two trusts) the grantor had 
reserved the right to remove and substitute himself 
or others as trustee and the power to control the 
trustee as to investment of the corpus. The trustee 
might loan money without liability for loss if the 
grantor approved. Grantor’s father, a contingent ben- 
eficiary, was granted the right to amend the trust at 
any time, and change its beneficial interests. The 
grantor reserved the right, after the death of his 
father and after a certain date, to revoke or amend 
both trusts. In the first case, the grantor could by 
such revocation or amendment, repossess the corpus 
and accumulated income while in the other he might 
repossess the corpus but not the accumulated income, 
although he could direct its distribution. The father 
could extinguish the grantor’s right to amend although 
he had not done so. 


HE Board found that the grantor had a vested 
tou to revest the corpus in himself and was tax- 
able on the income under Section 166. The Board 
also found that the grantor had retained “the sub- 
stance of enjoyment” of the trust property and 
stated— 


“But, aside from the specific provisions of Section 166 of 
the Revenue Act of 1934, supra, there is another and, we 
think, cogent ground supporting the respondent’s contested 
action here. Under the rule adopted by some Courts and this 
3oard, if the two present trusts are of such character that 
petitioner, although transferring the legal title to the trustee, 
has retained in himself such general power of control and man- 
agement that the trust property may be used for his own benefit 
to the extent that would give him the “substance of enjoy- 
ment”, then the income of each trust is taxable to petitioner, 
either upon the theory that such trusts do not have separate 
taxable entities or they amount to no more than an assign- 
ment of income.” (Cases cited.) 
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The Circuit Court (CCA-8) reversed the Board on 
both grounds, holding that a power which is not pres- 
ently exercisable and may never be exercised (be- 
cause of a contingency beyond the control of the 
donee) is not a vested power and Section 166 does 
not apply, and further that the trust may not be dis- 
regarded as being without substance. On the latter 
ground the Court said- 


“There is no ground for support of the Board's determina 
tion that the present trusts are not taxable entities or that 
the instruments amount to no more than an assignment of 
income. Discretionary powers are vested with the trustee. 
It is not to be assumed that such powers would not be 
exercised, or that connivance between the trustee and the 
grantor would defeat the express purpose of the grants.” 

It is to be noted that the Government will not ap- 
peal this decision. Also note that the guiding concept 
is “control” over the property which is the subject 
of the tax. 

These few cases will suffice to show the acceptance 
by the Courts and the Board of a general rule that 
where all the facts and circumstances indicate that 
a grantor has failed to give up the “control” or the 
“benefit” of the property of the so-called trust, that 
for tax purposes, the trust may be ignored. No spe 
cific provision in the Revenue Act is necessary to 
support such arule. It is not necessary to enlarge b 
analogy a specific exception to the general plan of the 
taxation of income of trusts in order to determine the 
proper taxpayer on pseudo trusts. “If there is any 
shilly-shallying by him, he cannot expect the Gov- 
ernment to give recognition to a structure for which 
he himself has less than a high regard.” If a status, 
as a matter of fact and law, is not a genuine trust, then 
the provisions of the Revenue Act on the taxation of 
trust income have no application. It is not technically 
correct to say that the income is taxable to the grantor. 
If there is no trust there is no grantor. The owner 
of the property before the so-called trust status was 
created remains the owner of the property and as 
such is the owner of the income therefrom.** 

We may now inquire whether Article 166-1 is not 
intended to cover such cases, and our answer will be 
that probably it does, but not by simple standards. The 
language of Article 166-1 is so all-inclusive that most 
every trust may be included within its scope. Be- 
cause of this fact it is pertinent to inquire into the 
source of this language and the general philosophy 
of taxable subjects expressed so generally. Our ex- 
cursion will take us into three Supreme Court cases. 

In Douglas v. Willcuts, supra, the Court said at p. 9: 

“We do not regard the provisions of the statutes as to the 
taxation of trusts, fiduciaries and beneficiaries (Revenue Acts, 
S. 2, 219; 1928 S. 161, 162) as intended to apply to cases where 
the income of the trust would otherwise remain, by virtue of 


the nature and purpose of the trust, attributable to the creator 
of the trust and accordingly taxable to him.” 


And at p. 10, the Court said: 

“Nor are the provisions of the Statutes (Revenue Acts, 
1926, S. 219; 1928, S. 167) defining instances in which the 
grantor remains taxable to be regarded as excluding 
instances not specified, where in contempiation of law the 
income remains in substance that of the grantor.” 

The Court here is speaking about income, not cor- 
pus. Where the income of a trust is used to satisfy 
the legal obligation of the grantor, the grantor re- 





3 Burnet v. Leininger, 285 U.S 136. 
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ceives the benefit of that income. The decision is 
based upon the theory that the income was actually 
applied for the grantor’s benefit. No specific provi- 
sion is necessary for this result. Here is a plain and 


simple case of constructive receipt of income under 
Section 22. 


Compare the language quoted above from Douglas 


v. Willcuts with the second paragraph of sub-division 
(b) of Article 166-1— 


‘But the provisions of Section 166 are not to be regarded 
as excluding from taxation to the grantor the income of 
other trusts, not specified therein, in which the grantor is, 
for the purposes of the Act, similarly regarded as remain- 
ing in substance the owner of the corpus. The grantor is 
regarded as in substance the owner of the corpus, if, in view 
of the essential nature and purpose of the trust. 


In DuPont v. Commissioner, supra (trusts for 3 years 
income to pay insurance premiums on policies of 
grantor, and reversion in the grantor) the Court on 
authority of Burnet v. Wells, supra, held that the 
grantor of the trusts was taxable on the income and 
followed with a dictum quoted above. Read it again 
and compare its significance with the following lan- 
guage of Article 166-1 (third paragraph of sub- 
division (b)): 


“In that determination (an owner in substance of the 
corpus), among the material factors are: the fact that the 
corpus is to be returned to the grantor after a specific term; 
the fact that the corpus is or may be administered in the 
interest of the grantor; the fact that the anticipated income 
is being appropriated in advance for the customary expendi- 
tures of the grantor or those which he would ordinarily 
and naturally make; and any other circumstance bearing on 
the impermanence and indefiniteness with which the grantor 


has parted with the substantial incidents of ownership in the 
corpus.” 


Likewise, the fourth paragraph of sub-division (b) 
expresses the concept of the dictum in this case—as 
well as the Douglas case: 


“Thus the grantor is regarded as being in substance the 
owner of the corpus if, in any case, the trust amounts to 
no more than an arrangement whereby the grantor in the 
ordering of his affairs, finds it expedient to entrust for a 
period the title to, and custody or management of, certain 
of his property to a trustee, the income from such property to 
be used by the trustee, during such period to make those 
expenditures which the grantor would customarily or ordi- 
narily or naturally make and to which the grantor chooses 
to commit himself in advance, while the corpus is to be held 
intact, for return in due course to the grantor.” 


Also under sub-division (c), the Article sets forth 
examples which reflect an extension of the dictum in 
the DuPont case: 


“For example, a grantor is regarded as remaining in sub- 
stance the owner of the corpus, of the trust, if he has placed 
it in trust for his son, John. 

“(A) for the term of three years, at the end of which time 
the trust might be extended for a like period at the option 
of the grantor and successively thereafter, but in the absence 
of such an extension the title is once more to revest in the 
grantor in possession and enjoyment; or.. 

“In these typical cases the grantor is regarded as having 
retained the substantial incidents of ownership with respect to 
the income-producing property since the corpus will or may 
once more revest in himself in (A) upon the expiration of the 
trust period if the grantor does not exercise his option to 
extend the trust . . 


In the DuPont case, the Court believes that the 
grantor was obtaining the benefit of the income, con- 
structive receipt through its application to life insur- 
ance premiums on policies of the grantor. Congress 
had provided (R. A. 1924-26 S 219 (h) and S 167 sub- 
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sequent Acts) that such income was taxable to the 
grantor; Burnet v. Wells held such provisions consti- 
tutional. Even though such provisions of the statutes 
were unconstitutional, yet as the grantor was receiy- 
ing the benefit of the estate for years, and also was 
the owner of the reversion, he may under those cir- 
cumstances be treated as the owner altogether and 
taxed upon the income. These trusts could well be 
regarded as taxable to the grantor on the ground 
that they were without substance for tax purposes. 


No discussion on this subject can avoid the intru- 
sion of Burnet v. Wells, supra. This case has been the 
subject of much comment and rightly so. The breadth 
of its philosophy is far reaching. It is a landmark 
in the law of subjects of income taxation. The only 
issue was whether Sec. 219 (h) of the 1924 Act was 
a constitutional exercise of the power to tax? The 
Court at p. 676 refers to the many revisions of the 
revenue acts to keep pace with the many methods 
of avoidance of taxes and states at p. 677: 


“Through the devices thus neutralized as well as through 
many others there runs a common thread of purpose. The 
solidarity of the family is to make it possible for the taxpayer 
to surrender title to another and to keep dominion for him- 
self, or if not technical dominion, at least the substance of 
enjoyment. At times escape has been blocked by the resources 
of the judicial process* without the aid of ae, (Cases 
cited involve constructive receipt of income) . 


“In these and other cases there has been a progressive 
endeavor by the Congress and the Courts to bring about a 
correspondence between the legal concept of ownership and 
the economic realities of enjoyment or frution. Of a piece 
with that endeavor is the statute now assailed.” 


The Court then explains that the controversy is 
one as to the boundaries of legislative power and due 
process, and must be dealt with in a large way, not 
narrowly or pedantically ; that refinements of title are 
without controlling force under such circumstances; 
and that the question is whether it is one an enlight- 
ened legislature might act upon without affront to 
justice. Then the Court says: 


“Liability does not have to rest upon the enjoyment by 
the taxpayer of all the privileges and benefits enjoyed by the 
most favored owner at a given time and place. Corliss v. 
Bowers, supra; Remecke v. Smith, supra. Government in 
casting about for proper subjects of taxation is not confined 
by the traditional classification of interests or estates. It may 
tax not only ownership, but any right or privilege that is a 
constituent of ownership. (Cases cited.) Liability may rest 
upon the enjoyment by the taxpayer of privileges and benefits 
so substantial and important as to make it reasonable and 


just to deal with him as if he were the owner, and to tax him 
on that basis.” 


r Yuis language and the thoughts conveyed by it are 
certainly not narrow or pedantic. But the follow- 
ing words set a limitation upon their meaning: 


“A margin must be allowed for the play of legislative 
judgment. To overcome this statute the taxpayer must show 
that in attributing to him the ownership of the income of 
the trusts, or something fairly to be dealt with as equivalent 
to ownership, the lawmakers have done a wholly arbitrary 
thing, have found equivalence where there was none nor 
anything approaching it and laid a burden unrelated to priv- 
ilege or benefit. (Cases cited.)” 


Then the Court finds that insurance is a “common 
item in the family budget” and that there is a benefit 





Sl The Courts may not ‘ 


‘graft’’ something on a statute that is not 
there. 


Smietanka v. First Trust & Savings Bank, 257 U. S. 602. 


To supply omissions in a statute transcends the judicial function. 
Iselin v. U. 8., 270 U. S. 245. 
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to the grantor. The Court then places a limitation 
upon its finding at p. 681: 
“Trusts for the preservation of policies of insurance involve 


a continuing exercise by the settlor of a power to direct the 
application of the income along predetermined channels.” 


(Note: The dissenting opinion in this case strongly opposes 
this reasoning.) “In this they are to be distinguished from 
trusts where the income of a fund, though payable to wife 
or kin, may be expended by the beneficiaries without restraint, 
may be given away or squandered, the founder of the trust 
doing nothing to impose his will upon the use. There is no 
occasion at this time to mark the applicable principle for 
those and other cases. The relation between the parties, the 
tendency of the transfer to give relief from obligations that 
are recognized as binding by normal men and women, will 
be facts to be considered.” (Cases cited.) 

The concept of the Court in finding that insurance 
is an item in the family budget finds expression in 
the third paragraph of sub-division (b) of Art. 166-1: 
“the fact that the anticipated income is being appropriated 
in advance for the customary expenditures of the grantor or 
those which he would ordinarily and naturally make. 

Whether Article 166-1 was drafted from the con- 
cepts expressed in these three Supreme Court deci- 
sions or not, they are sufficiently analogous to warrant 
this inference. Let us analyze this esoteric applica- 
tion. 

Douglas v. Willcuts holds that a grantor may be the 
owner in substance of the income of a trust on the 
grounds that he receives the actual benefit from that 
income. This is constructive receipt of income, 
nothing more. Does this make the grantor the owner 
in substance of the corpus of this trust? Hardly so, 
yet Article 166-1 says it does ** and it appears that 
the very language of the Court is used in the Article 
with the substitution of the word “corpus” for “in- 
come.” Because one may be the owner in substance 
of the income of a trust does not make him the owner 
in substance of the corpus of the trust. 


Dupont v. Commissioner holds that a grantor who 
receives the benefit of the income of a term estate 
and also has the reversion has “so many of the at- 
tributes of ownership that he may be treated as the 
“owner altogether.” This is a specific example of a 
case where the trust for tax purposes is without sub- 
stance. The grantor is the “owner altogether” for 
purposes of taxation, viz., the owner in substance of 
the income and the owner in substance of the corpus. 
The basis of taxation here is not that he is the owner 
in substance of the corpus of the trust but rather that 
he is the owner in substance of the income because 
he is the owner altogether of the property (income 
and corpus). It is income which is subject to taxa- 
tion not corpus. 

Burnet v. Wells holds constitutional a specific con- 
cept of income specified by Congress in the Revenue 
Acts. It was Congress, not the Courts, which extended 
the area of taxation. Because the controversy was 
one as to the boundaries of legislative power, the 
Court dealt with it in a large way, not narrowly or 
pedantically. As in the Douglas v. Willcuts case, the 
Court was dealing with income and it found that this 
income was likewise beneficially received by the 
grantor of the trust and that therefore Congress was 
not using the power to tax arbitrarily, was not laying 
a burden without a corresponding benefit. Does this 





35 Cf, the third paragraph of sub-division (b) of Article 166-1. 
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make the grantor the owner in substance of the corpus 
of the trust? Not any more so than in the case of 
Douglas v. Willcuts, yet Article 166-1 says it does. 
Does this decision establish a new and broad doctrine 
of constructive receipt? It clearly taxes A upon B’s 
income and for this reason it may safely be said to 
be limited as the opinion states in two places pre- 
viously quoted. If, according to Article 166-1, these 
decisions would seem to have provided a new doctrine 
for determining taxable income—a formula prepared 
by the Commissioner, not by Congress or the Courts, 
which results in his classification of “an owner in 
substance of the corpus of the trust”—then any other 
status which may be similarly regarded may be clas- 
sified similarly. It is a nebulous theory, which an 
analysis will show. 

An owner in substance of the corpus and an owner 
in substance of the income of a trust may be entirely 
distinguishable. In the case of a revocable trust, the 
owner in substance of the corpus is the owner in sub- 
stance of the income as by control over the corpus 
and the income is necessarily under his control. But 
there may be one owner in substance of the income 
of a trust and another may be the owner of the corpus 
of that trust, i. e., A creates a trust with income to his 
wife (in lieu of alimony) with remainder over to C 
and his heirs. A is not the owner in substance of that 
corpus and yet he is the owner in substance of the 
income. The substitution of “corpus” for “income” in 
the application of the rules of the Douglas case (quoted 
above) does not promote a sound analogy. An owner 
in substance of the corpus is one who has such con- 
trol over the property as to be treated as the owner, 
but ownership in substance of the income of a trust 
may arise not only from control over the income but 
also from the actual benefits received from the use of 
that income. It is income which is the subject of 
taxation not corpus, and it is the owner of that in- 
come who is subject to the tax. One may have an 
equitable interest in the corpus of a trust and not be 
the owner of the income therefrom, i.e., A creates a 
trust for one year with income to B, remainder over 
to C. You might say that C is the owner in substance 
of the corpus, yet you must say that B is the owner 
of the income for that one year. There is no differ- 
ence in the ownership of the income of this trust 
if we substitute a reversion in A, in lieu of the re- 
mainder over to C. B has the absolute right to the 
income. He is the owner of the income. A, by virtue 
of a substantial ownership in the corpus, does not 
control that income nor does he receive any benefit 
from which it may be said that in contemplation of 
law the income remains in substance that of the 
grantor. There is a yawning chasm in any reasoning 
to the contrary. Our Judicial process should not aid 
our Administrative process in the development and 
exploitation of nebulous theories of what constitutes 
the subject of income taxation. Congress was granted 
the power to tax. Let Congress tell us what these sub- 
jects of income taxation are. 


Um our second aspect we find that there is a 
general rule adopted by our Courts where they find 
that for tax purposes the trust is without substance ; 
the general plan of taxation of trusts will have no 
application and the income will be taxed to the 
owner (the so-called grantor) of the property from 
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whence it emanated. No specific provision in our 
Revenue Act is necessary for this doctrine. A Court, 
as part of its judicial function, is finding as a matter 
of law, that a proposed legal status does not exist. 
Each case must be weighed on its own facts. We 
also have found that where the income of a trust is 
used or applied for the benefit of the grantor, i. e., to 
satisfy a legal obligation, then such income may be 
taxed to the grantor as his income. This as has been 
said before is constructive receipt of income, and as 
such is taxable under Section 22 of the Revenue Act, 
but neither of these two general rules constitutes the 
substance of Article 166-1, beginning with the second 
paragraph of sub-division (b). There we see a prin- 
ciple which is predicated upon ownership in substance 
of the corpus of the trust. This theory standing alone 
has little substance as a fundamental concept of a 
subject of income taxation. Congress and the Courts 
have set forth as the fundamental concepts “control” 
by the grantor over the subject matter of taxation, and 
“benefits” of the subject matter of income taxation. 
In the application of the general rule that a trust may 
be without substance, the Court has applied the fun- 
damental concepts of “control” and “benefit” in 
reaching its determination. The theory of ownership 
in substance of the corpus of a trust, it would seem, 
has no standing unless it rests firmly upon either or 
both of two fundamental concepts of the subjects of 
income taxation. There must be something equiv- 
alent to ownership,—there must be a privilege or ben- 
efit in order to impose the burden. 


Taxability of Trust Income 


3. Congress has the power to tax subject to the 
Constitutional limitations of due process. It has been 
held that A may be taxed on B’s income, and due 
process is not violated (Burnet v. Wells, supra), and 
that A may not be taxed on B’s income, and due 
process was violated, (Hoeper v. Tax Commissioner, 
284 U. S. 206). However, the former (Burnet vw. 
Wells) may be accepted as an exception to the general 
rule expressed by the latter (Hoeper v. Tax Commis- 
stoner), 

The right to the income from a trust for any period 
of years constitutes an existing interest in property 
and the amounts received therefrom constitute income 
under our revenue laws. (/rwin v. Gavit, 268 U. S. 161.) 

A more recent case, Blair v. Commissioner, 300 U. S. 
5, supports this conclusion. In that case the Court 
held that the beneficiary of the income of a trust, the 
owner of an equitable interest in a trust, has a prop- 
erty right ; that the income therefrom is the benefi- 
ciaries’ income; and that the liability to taxes attaches 
to the ownership of that income. 

In the case used for illustration, the beneficiary of 
the one-year trust as well as the ten-year trust is the 
absolute owner of that income. Neither the grantor 
nor anyone else has any interest, ownership, control 
or benefit from that income. The trust has substance. 
None of the concepts discussed above reaches this 
income. Levying a tax upon the grantor on the in- 
come of such a trust is certainly taxing A on B’s 
income, 

An equitable interest (i. e., the income from a trust 
for any period of years) in the corpus of the trust is 
a property right, and the owner of the corpus is the 
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owner of the income therefrom. 
to fathom the processes of reasoning, to a point where 
a conclusion may be reached (apart from some of the 
circumstances found in the trusts wherein the Courts 
held the trusts were without substance), that there 
is a distinction between the size of that equitable 
interest for purposes of determining subjects of in- 


Hence it is difficult 


come taxation. Shall a line be drawn on an equitable 
interest for one year? Must it be five years, or ten 
years? Or where along the line can this pungent fact 
of an absolute ownership of an equitable interest, and 
the absolute ownership of the income therefrom, he 
destroyed ? *° 

If there must be such equitable interests and prop- 
erty rights which are, for the purposes, to be excepted 
from the Constitutional limitation of taxing A on 1|}’s 
income, should not Congress, which has been granted 
the power to tax under our Constitution, first define 
the new subjects of taxation and determine the new 
area of taxation by appropriate legislation? Legis- 
lation by the Executive Department of our .Govern- 
ment through the analogy of similarly regarding other 
subjects of taxation should not be aided by our Courts. 

In summary, we find that Congress has declared a 
trust a taxable entity, and has provided a plan of 
taxation of the income from trusts, to which general 
plan we find two specific exceptions wherein the in- 
come from the trust specified is taxable to the grantor. 
In addition, we find that income from certain trusts 
are not subject to this plan of taxation, viz.: where 
the income is constructively received by the grantor, 
and where the trust as a matter of law is without sub- 
stance. The Courts have decided that income from 
such trusts is income of the grantor under the general 
concept of income under the Revenue Act, Section 22. 
It should be noted, however, that the Court rests its 
decisions upon the fundamental concepts of “benefit” 
and “control,” i.e., some relationship between the 
burden and the benefit. 


The Courts and the Board, on all decisions under 
Article 166-1, have rejected the Commissioner’s theor y 
that a statute may be enlarged by the doctrine of 
similarly regarding other subjects of taxation, not in- 
cluded in the statute. This controversial issue may be 
decided by the Supreme Court in the Meredith Wood 
and George B. Clifford, Jr. cases discussed above. The 
trusts in these cases are for three years (extended to 
five years) and five years respectively. The income 
of both trusts is payable to the respective wives of the 
grantors, and the grantors have a reversionary in- 
terest. The fact that the beneficiary is the wife of the 
grantor should not make any difference provided the 
beneficiary has absolute control of the income and its 
disposition. If the Court denies certiorari in these 
cases we may say that the income of irrevocable trusts 
for short periods with reversion in the grantor is not 
taxable to the grantor under the present Revenue Act. 
If the Court should grant certiorari and hear the 

cases, the decisions will in any event clarify some of 
the delicate conflicts, the analysis of the Statute, the 
Commissioner’s Regulations and the Court decisions 
to date shows. 





% The English Act, Sec. 20 (1) (b) of the Finance Act, 1922, pro- 
vides that if a trust ‘‘cannot exceed six years,’’ the income shall 
be taxable to the ‘‘person if living by whom the disposition was 
made.’’ Note: The English have no problem of due process such 
as would arise here under such a provision in our Revenue Act. 
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Taxation and the 
Common Man’ 


By THORSTEN V. KALIJARVI** 


of a creature called “the common man.” Per- 

haps you remember him: a round faced, pop-eyed, 
diminutive “Casper Milquetoast” with a scraggly 
mustache, who always suffered from the sadistic 
humors of trusts, politicians, and other brow-beaters. 
Fortunately for our subject, this common man was a 
cartoonist’s creation and never existed in reality. My 
common man is the great American public, who pays 
taxes, excepting from his number the tax expert, the 
financier, and the wealthy. 

Since the advent of depression, with its crop of 
relief expenditures, new governmental functions, mount- 
ing debts, and unbalanced budgets, most of us have 
gradually grown round faced with protest, pop-eyed 
with wonder, and diminutive in all matters pertaining 
to finances. It is apparent when some of the more 
disgruntled speak that they are only aware of the 
“axe” in taxes. Even a “Casper Milquetoast” can be 
pushed too far, and restlessness over levies on many 
things is driving the citizen into taxpayers’ associa- 
tions, intent upon the reduction of taxes. 


But a serious problem has arisen from the activities 
of the new associations, for many of their members 
are demanding reduction of expenditures in every con- 
ceivable way. The wisdom of such a program is 
doubtful. The question of governmental expenditures 
is not simply, what can be deleted? Health depart- 
ments, schools, highway departments, waterworks, 
and street lighting systems can be done away with 
and mankind will still survive somehow; but few of 
us would care to effect savings at such expense. 


It seems to me that the taxpayers’ associations 
should try to do two things. First, they should define 
the governmental functions, which they wish to main- 
tain. Second, they should pay for those functions at 
the lowest cost consistent with a decent standard of 
living. In the United States both government and 


‘, ere ago American newspapers carried cartoons 


* Address delivered before the 27th Annual Conference on Taxa- 
tion under the auspices of the New England State Tax Officials’ 
Association, October 5, 1939, Williamstown, Mass. 

** Head of the Department of Government, 


University of 
New Hampshire, Durham, N, H. 


taxation are the people’s business. It is up to the 
common man to realize to the fullest the benefits of 
his institutions. If he fails to do so, he has himself 
alone to blame. The vote is his, and it is the vote in 
the last analysis which decides our issues. 


The depression has emphasized several phases of 
taxation as it pertains to the common man, who is 
now more than ever bewildered. At one moment the 
political leaders tell him that budgets should be re- 
duced. At the next moment they demand that the 
government should undertake new functions. In 
spite of his inexperience in financial matters, Mr. 
Common Man recognizes the paradox. Unfortunately 
for him his thinking has been clouded. He has been 
told that someone else, not he, will foot the bill, and 
he has honestly come to believe it. He has rarely 
stopped to think that the increased taxes, which the 
merchant and bus company pay, will be passed on to 
him in increased prices and fares. There is a dawn- 
ing realization that the men entrusted with spending his 
tax money have been “having themselves a good time.” 


In the next place the common man wonders why 
there are so many different taxes, which he must pay 
and so many agencies. Conflicting and multiple tax 
jurisdictions are an old and sometimes trying story 
to the tax official and expert, but to the average person 
they fail to make sense. There is no tax system in 
these United States. Only the huge exploitable wealth 
of this country has prevented a break-down of the 
multiple tax structure under which federal, state, and 
local governments have thus far operated. In France, 
England, Germany, or Italy they would have been 
impossible. The opinion, of those who believe the 
systems should be codrdinated and simplified, is amply 
supported by the experience of less wealthy countries 
than ours. And I hope that no one will say that we 
can afford it, because we cannot. Tax money should 
be economically spent, or else the money should be 
left in private possession to promote private enterprise. 

Permit me to digress for the moment from the com- 
mon man in order to pursue this thought one step 
further, The most elementary principles of govern- 
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ment teach us that governmental income is not a fund, 
but a recurring process, which must be based upon a 
solvent order. The same elementary principles also 
teach that the income can only increase as the national, 
state, or local wealth increases. When government 
discovers that its share of the national wealth taken 
in the form of taxes, is inadequate to purchase ma- 
terials, to pay the wages of employees, to distribute 
bounties, and to support all manner of social and 
welfare experiments, it must choose between two 
alternatives. It may elect to retrench in order to 
balance its budget, or it may elect to borrow money 
to meet current expenditures. 


That the first alternative is economically sound, not 
even the most ardent social reformer will deny; but 
for the last few years, in spite of its homely common 
sense, it has been ridiculed in theory and in practice 
as reactionary, conservative, and sometimes even un- 
American, because it is supposedly not liberal. But, 
if to be liberal means to be insolvent, what an un- 
fortunate future stares this country in the face! 


Concerning the borrowing alternative, let us be 
honest. If the tax returns of a government are in- 
adequate to meet its operating costs, if that govern- 
ment makes it a practice to borrow money to pay for 
services beyond its income, then it is engaged in a 
program of deferred taxation and each year of deficit 
financing represents an increased “take” of future tax 
monies. If that is what some of our experts mean by 
an economy of abundance, it may mean an abundance 
of poverty for future generations. I must not be too 
dogmatic, I suppose, because of course there are always 
the hitherto unpalatable alternatives of inflation and 
repudiation. 

No matter how we look at the problem, the common 
man will suffer. During the last few years he has 
been told by people in important public offices and by 
those who are supposed to know, men whom he has 
trusted, that he has had the wrong philosophy of life. 
His thinking, they have said, has been conditioned 
by an economy of scarcity. He must now lift up his 
eyes to a golden future of abundance and surpluses, 
and his slogan should be to spend. No one will deny 
that the raising of the national income to eighty 
billions of dollars a year is a worthy aim. Worthy 
aims may also be seen in efforts to open banks and 
spur on industry. But the ways by which these aims 
are to be achieved differ, and many men are wonder- 
ing if we have elected the proper ones. Regardless 
of the wisdom of our choices, the fact is that they 
have already been made, and staggering burdens have 
been created for the future common man to meet, bur- 
dens, which some people feel challenge our very form 
of government. 

The most trying thorn in the flesh of the common 
man is unfairness and injustice in taxation matters. 
It is difficult to define these terms, but a few examples 
will suffice. The most frequent instances are to be 
found in the inequalities in evaluating and assessing 
real property bolstered by exemptions and failures in 
collections. Then there are the difficulties growing 
out of sales taxes, which are even more complex, when 
payments can be evaded by simply driving over state 
lines and purchasing in neighbor states. Furthermore, 
the average citizen resents tax-exempt securities no 
matter how sound such exemptions may be. The list 
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could easily be extended, but enough has been said 
to show that the common man has two grievances in 
spite of the honest tax efforts of all government agencies, 


The first grievance is that many of those who are 
best able to pay escape taxation, and the second that 
oftentimes, the less one is able to pay, the more he 
receives from the government. Summarizing this point 
of view, it is that ability to pay is not the direct deter- 
miner of the amount of taxes to be contributed by an 
individual, nor is the benefit to be derived any measure 
of this contribution. It is beside the point to say that 
governments try to approximate these objectives as 
far as possible. The common man feels that he is 
being unfairly “soaked.” 


Please do not misunderstand. I am not justifying 
this point of view. On the contrary, the taxpayer is 
as unfair towards his government here as he thinks 
the government is unfair towards him. He com- 
pletely forgets that taxation has primarily a social and 
political purpose, often far removed from any con- 
sideration of the immediate return experienced by the 
taxpayer. And tax officials know that justice and in- 
justice are relative terms to which the average person 
gives his own interpretation, especially when it is his 
case which is involved. 

There is one avenue for the partial improvement of 
the real estate situation and thus for the correction of 
some of the contentions of unfairness. States might 
profitably set up standards which assessing and evaluat- 
ing officials must meet before they are allowed to per- 
form their duties. Manuals might be compiled by 
commissions and commissioners, training schools might 
be organized, and programs regularized. All of the 
New England States have taken steps in these direc- 
tions and the commissions and commissioners have 
urged them as fast as their respective legislatures 
would permit. In spite of this there remains much 
to be done, especially in breaking down local inertia 
in taxation officials. Again I must not be misunder- 
stood. I have the highest respect for the local evalu- 
ating and assessing official. My contention is that 
with a few changes in program he can be made more 
efficient and able to the advantage and comfort of the 
community, of the taxpayer, and of the official himself. 

Let us next turn to two prevailing fallacies in the 
taxation thinking of the common man. The first is 
that double taxation is unfair and to most minds ille- 
gal. It is superfluous for me to say that double taxa- 
tion is possible, and that in extreme instances taxation 
up to one hundred per cent is legal. Inheritance and 
oil taxes are only two examples of a long list of items 
on which there is double taxation. Nevertheless the 
common man senses an incongruity in the double tax 
situation. When he has once paid a tax that should 
be the end of the matter. He fails to see the duplicat- 
ing and conflicting tax jurisdictions. Double income 
taxes, double taxes on mortgages, double taxes on 
dividends, wages, profits, and rents have created in- 
equities which can be described in no other terms than 
discriminatory double taxation. The common man 
may be wrong in believing double taxation to be ille- 
gal, but he is correct in holding it to be discriminatory 
and in need of correction. Unfortunately such cor- 
rection cannot be achieved until the Federal Govern- 
ment is willing to forsake sales taxes and special excises. 

(Continued on page 728) 









cor 
to | 
to: 
the 
ta> 


Hi 


ba 
mé 
ta 
Re 
ar 
di 
ti 


in 

















1939 


Said 
Sin 
cies, 
. are 
that 
e he 
Oint 
ter- 
y an 
sure 
that 
S as 


le is 


ying 
er is 
inks 
‘om- 
and 
con- 
r the 
1 in- 
rson 
5 his 


nt of 
yn of 
ight 
luat- 
per- 
1 by 
ght 
the 
irec- 
have 
ures 
auch 
ertia 
ider- 
ralu- 
that 
nore 
f the 
iself. 
1 the 
st 1s 
ille- 
axa- 
ition 
and 
tems 
; the 
tax 
ould 
icat- 
‘ome 
Ss on 
d in- 
than 
man 
ille- 
itory 
cor- 
vern- 
cises. 





soliciting the views of taxpayers in order to pre- 

pare a comprehensive revision of the federal in- 
come tax law and of the regulations, it is interesting 
to review the evolution of the present income tax, and 
to speculate on the kind of changes which would make 
the law and the regulations more acceptable to the 
taxpayers. 


ee the Treasury Department is earnestly 


History 


In 1909 Congress passed a corporation excise tax 
based on income, and proposed the Sixteenth Amend- 
ment to the Constitution to give Congress power to 
tax “incomes, from whatever source derived.” The 
Revenue Act of 1913 was the first law under the 
amendment. The Laws of 1909 and 1913 affected 
directly very few, because of low rates, high exemp- 
tions, lax enforcement, and poor audit. The 1916 
Act increased the rates. The Act of March 3, 1917, 
introduced a low excess profits tax. 


The War Revenue Act of 1917 brought tremendous 
increases in rates: a surtax as high as 63% on per- 
sonal incomes over two million dollars (Section 1(b) 
of the 1916 Act—13%, and Section 2 of the 1917 Act 
—50%); and an excess profits tax as high as 60% on 
income in excess of 33% of the invested capital, pay- 
able by corporations, partnerships, and individuals 
(Section 201). Invested capital was based on cost 
(Section 207), and not on March 1, 1913, value. The 
regulations (Regulations 41, Articles 77 and 78, vali- 
dated by Section 1331 of the 1921 Act) required affili- 
ated corporations to furnish information, and such 
corporations might be required to file a consolidated 
return. There were hurried attempts at reorganiza- 
tion, in order to secure a larger invested capital. 
There were many errors in the preparation of the re- 
turns; later there were large proposed additional 
assessments; and still later there were large credits 
and refunds. The relief provision, Section 210, was 
used to bring fairness into a poorly-drafted law, and to 
secure closed cases, sometimes regardless of the merits. 
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The craftsmanship of the Revenue Act of 1918 was 
very much improved. Higher monetary incomes 
brought more individuals above the low personal ex- 
emptions of $1,000 and $2,000; the minimum normal 
tax was 6% for 1918. The excess profits tax was 
confined to corporations; high surtaxes made such a 
tax on individuals unnecessary. The Act of 1918 was 
not finally passed until 1919, after the close of the 
World War; so there were temporary provisions for 
amortization of war facilities, inventory losses, and 
a net loss carry-back to the prior year and carry-over 
to the succeeding year. Corporations were permitted 
unlimited deduction for interest, unlike prior laws. 
To a limited extent tax-free exchanges and reorgani- 
zations were permitted. Consolidated returns were 
required by law. The relief provisions, Sections 327 
and 328, were very liberally administered. 

In 1920 the Internal Revenue Bulletin service was 
started. 


The Income Tax Unit was never able to audit prop- 
erly all returns under the 1917 and 1918 Acts; but 
did do much better for returns under later acts. 


In the Revenue Act of 1921 surtax rates were re- 
duced, and the excess profits tax on corporations was 
discontinued. There were many innovations: much 
broader tax-free reorganizations; a net loss carry-over 
for two years; a lower rate of tax for capital gains; 
consolidated returns were permitted, but not required ; 
a reserve for bad debts was permitted; wash sales 
losses were not deductible; installment sales were 
mentioned (Section 202(f)), but the method was not 
defined ; a replacement fund could be set up. The lia- 
bility for filing personal returns became subject to a 
gross income requirement, instead of the prior net 
income requirement; closing agreements were au- 
thorized; and the Commissioner’s Regulations and 
Treasury Decisions could be issued without retro- 
active effect. 

The Revenue Act of 1924 reduced rates, and intro- 
duced the earned income credit. The definitions relat- 
ing to reorganizations became much more precise. 
The estate tax featured a 25% credit for state taxes. 
The Board of Tax Appeals was established. 
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The 1926 Act reduced rates and increased personal 
exemptions. The exact method to be used when re- 
porting on the installment basis, was written into the 
law (Section 212(d) of the 1926 Act, Section 44 of 
subsequent Acts). Claims for abatement of proposed 
additional taxes were abolished; and if payment was 
not made, sole relief was by petition to the Board of 
Tax Appeals. Assessments were permitted against 
transferees. The estate tax now featured an 80% 
credit, thus effectually forcing all states to adopt uni- 
form laws and uniform rates, while the Federal Gov- 
ernment obliged with the auditing. 


The 1928 Act was a real achievement in simplicity 
of presentation. All subsequent acts have followed 
the same arrangement, and the same system of num- 
bering. The unusual provisions, which affect rela- 


tively few taxpayers, became supplemental provisions 
of the law. 


The 1932 Act increased rates. The deduction for 
losses on sales of securities was sharply limited. A 
permanent gift tax was introduced. The 1933 Na- 
tional Recovery Act brought a wholly new capital 
stock tax law, cleverly tied up with an excess profits 
tax law; and deductions for security losses were 
further restricted. 


The 1934 Act intended to plug up the loopholes. 
Personal holding companies became subject to heavy 
taxes. The income from annuities became taxable 
up to 3% of the cost. A loss on gift property was 
based on the value at time of the gift, rather than 
on donor’s cost. Capital gains were taxed at a per- 
centage basis, depending on the holding period of the 
asset. The maximum net capital loss deduction be- 
came $2,000, a very harsh limitation. Losses from 
in-the-family transactions were no longer allowable. 
The privilege of filing consolidated returns was with- 
drawn, except for railway companies. 

The 1936 Act is noted for the undistributed profits 
tax at very high rates. This tax was very much re- 
duced in the 1938 Act; and was abolished, for 1940, 
in the 1939 Act. 

The 1938 Act made further changes in the method 
of taxing capital gains and losses; losses from worth- 
less stocks and bonds became capital losses; the “last. 
in, first out” method of inventory valuation was ex- 
pressly permitted for some industries; some attempt 
was made to mitigate the effect of the statute of limi- 
tations in certain cases; consent dividends were intro- 
duced; certain benefits were available to stockholders 
if a corporation were dissolved in December, 1938. 
The income tax regulations, known as Regula- 
tions 101, had expanded to a volume of over eight 
hundred pages. 

The 1939 Act was intended to appease the tax- 
payer. There was fairer treatment of capital losses, 
and a new net loss carry-over. The “last in, first out” 
method of inventory valuation was permitted to all 
taxpayers, subject to regulations of the Commissioner 
to be promulgated. The Act expressly validated prior 
regulations as to valuation of stock dividends. The 
reorganization provisions were eased, so that assump- 
tion of indebtedness in an exchange was not treated 
as the equivalent of cash. The discharge of indebted- 
ness for less than face value by a corporation in an 


unsound financial condition no longer resulted in tax- 
able income. 
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As one looks over this brief history, the feeling is 
that the changes were reasonable and consistent, and 
that we must have a fairly good law now. However, 
some changes would make the law and regulations 
more acceptable to the taxpayer. 


Kinds of Changes 


Changes in the income tax law are of three kinds: 
first, changes in the rates, in the classification of in 
come, and in the recognition of gain or loss; second, 
changes in the statutory definition of income and in 
accounting methods; and third, changes in adminis- 
trative provisions. 

A change in rates alone is a simple change. Changes 
in classification of income, with different classes of 
income taxable at different rates, and changes in tech- 
nicalities in the recognition of gain or loss, compli- 
cate the law; but these changes may be necessary in 
order to keep the law fair when rates are high. 

Changes in the definition of net income are neces- 
sary in order to correct prior errors; but abrupt 
changes emphasize prior injustices and fallacies. If 
a reserve for bad debts is permissible in 1921, why 
was it not permissible in 1918? Having purchased 
an annuity in 1932, the taxpayer must be made to 
understand that the receipts were not income in 1933, 
but suddenly become income in 1934. 

The effect of changes in accounting methods is ordi- 
narily only to defer or to accelerate the time for re- 
porting net income. Nevertheless, differences in 
opinion about accounting methods—depreciation, for 
example—cause most of the routine disputes between 
the Commissioner and the taxpayer. 

Changes in administrative provisions are usually 
not important, if strict enforcement is discretionary 
with the Commissioner. However, arbitrary features, 
such as an automatic late-filing penalty imposed 
regardless of a very good excuse, embitter the tax- 
payer; and cause retaliation in the form of withholid- 
ing information, delaying an examination, or making 
ambiguous statements in a letter. 

Every change in income tax law must also be con- 
sidered in the light of social policy and social effect. 

The income tax is a self-assessed tax. The codpera- 
tion of the taxpayer in keeping records and preparing 
proper returns is essential. This codperation can he 
secured only if the taxpayer feels that the law is fair 
and that the administration of the law is fair. 





Suggested Changes 


Some general and some specific changes in the law 
and in the regulations will now be suggested. 

Higher rates for individuals.—A higher rate of tax 
on individuals of low and moderate incomes is prolb- 
ably necessary, if we wish to avoid a general sales 
tax. The reduction in personal exemptions, if any, 
should be slight or gradual, to permit the Commis- 
sioner to make an adjustment for the necessary addi- 
tional clerical and audit work. Withholding provisions 
now applicable to non-resident aliens, should not be 
extended to residents and citizens. 

Tax-free interest—An attempt should be made to 
tax the interest on future issues of state and municipal 
bonds, at low rates in the beginning, so as not to in- 
crease unduly the cost of new borrowing. All future 
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issues of federal securities could be fully taxable. 
There is general agreement that tax-exempt securities 
defeat the purposes of a progressive income tax. 

Excess profits tax for corporations.—A low excess 
profits tax on an invested capital based on book value 
should be started now, as a preparation for a higher 
war-profits tax, which may become necessary later. 
For consistency with the normal income tax, and for 
all-around fairness, book value might be based on 
March 1, 1913, value, rather than on cost. 

It is well to be prepared for a tax which “because 
of its high productiveness of revenue has great 
merit as an emergency measure.” ? 


A ffiliated corporations.—Unless there is a very high 
excess profits tax, a general reversion to consolidated 
returns is not suggested. In accordance with ac- 
counting theory, consolidated returns should be per- 
mitted; however, separate returns are desirable in 
order to encourage simplification of corporate struc- 
ture by dissolution of subsidiaries. Complexity in 
corporate structure typified by numerous subsidiaries, 
encourages transfers and write-ups; and the books 
of the separate corporations may not show the proper 
income tax basis of assets. 


Specific exemption for corporations.—The lowest rate 
on corporations is now 12'4%. This is a very high 
rate for a poor man. This is also a very high rate 
for a small corporation. All the stock of this small 
corporation may be in the name of the wiie of the 
principal officer; and this officer may have outstand- 
ing judgments and other liabilities, but may not de- 
sire to clear himself through bankruptcy proceedings. 


HE combination of a federal income tax and a state 

franchise tax and a payroll tax on officers’ salaries, 
is a high price for the advantages of a small corpora- 
tion. A low exemption of $1,000 would be fair. 

An incidental advantage is that the exemption 
would discourage juggling as to officers’ salaries and 
inventories at the time of closing the books of the 
corporation; and the psychological effect would be a 
discouragement to other kinds of juggling. 

Higher rates on trusts—The formation of trusts 
which do not distribute all income periodically, should 
not be encouraged. There is too much tax litigation 
by trusts. A trust should be taxable as an individual 
or as a corporation, whichever method yields the 
higher tax. An estate should be taxed as an indi- 
vidual for two taxable periods; after two years there 
is not much practical difference between an estate and 
a trust. The deduction allowed to estates and trusts 
for income currently distributed should be continued. 

Shorter law.—A short law makes easier a broad 
interpretation, with flexible regulations. There is 
ample precedent for a short general law, with the 
brevity tempered by regulations. Under the 1932 Act, 
when consolidated returns were generally permitted 
for all business corporations, it was a condition prece- 
dent to the acceptance of the consolidated return— 
somewhat unfairly to the taxpayer—that all members 
of the affiliated group sign a consent to accept the 
principles of accounting enunciated in the regulations 
affecting consolidated returns. (Section 141.) There is 
a tendency for modern laws, like the New York State 





1 Godfrey N. Nelson, in ‘‘War-Profit Taxes and Their Records,’’ 
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unemployment insurance law, to contain an expres- 
sion of intent. The courts hold that the laws must be 
construed broadly to carry out the intent of the legis- 
lature. The courts have consistently held that rea- 
sonable regulations have the force and effect of law, 
particularly if the law and regulations remain un- 
changed for a number of years. 


Tax-free reorganizations.—Here is a possibility of 
shortening the law. The reorganization provisions 
are too specific. In Gregory v. Helvering, 55 S. Ct. 266, 
the Supreme Court has held that a taxpayer may not 
rely on the wording of the law. The law does not 
refer to any transaction meticulously carried out in 
accordance with its provisions; the law applies only 
to ordinary business transactions, and not to transactions 
consummated only with regard to tax consequences. 

Precise definitions of reorganizations need not be 
in the law. The law may merely provide that, in a 
reorganization, no loss shall be recognized and, at the 
option of the taxpayer, no gain need be recognized, 
to the extent that “the new enterprise, the new cor- 
porate structure, and the new property are substan- 
tially continuations of the old still unliquidated.” 
(Article 112(a)-1, of Regulations 101.) 

Flexible regulations—Even though specific regula- 
tions are required by a certain section of the law, the 
Commissioner should so word his regulations that 
examining officers will consider the regulations as a 
guide and not as dogma. Even though the law is 
short, it probably is not absolutely necessary that 
the Commissioner be given authority to prescribe 
arbitrary rules of accounting, generally applicable to 
all taxpayers, without regard to fairness or good ac- 
counting practice in a special instance. 


Inventories.—Section 22(c) permits that a method 
which conforms to the best accounting practice be 
prescribed by the Commissioner. The 1938 Act then 
added its Section 22(d), to describe a special method 
“last in, first out”—for valuation of inventories for 
tanners and smelters. Then the 1939 Act amended 
Section 22(d), to make this special method applicable 
to all industries. 

The use of the term “best accounting practice” is 
unfortunate, because two methods—cost, and cost or 
market whichever is lower—are probably equally 
good for most industries, so that there is no best prac- 
tice. The requirement that only the Commissioner 
may prescribe the method of taking inventory is 
essentially unfair. 

The legislative history of Section 22(d) indicates 
that the Commissioner had ample authority under 
Section 22(c) to prescribe a special rule for special 
industries, but that he refused to do so for tanners 
and smelters. The enactment of the special provi- 
sion in the 1938 Act was, therefore, merely a command 
to the Commissioner. Worse still, the legislative 
history of the 1938 Act indicated that the special 
method was to be applied only to the special indus- 
tries, so that the general authority given to the Com- 
missioner in Section 22(c) became limited; he could 
not prescribe the “last in, first out” method to all 
industries. To accomplish that required new legisla- 
tion in the 1939 Act. 


Section 22(c) of the law should read: Whenever 
the use of inventories is necessary in order clearly 
to determine the income of any taxpayer, inventories 
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shall be taken by the taxpayer upon such basis as 
conforms to good accounting practice in the trade or 
business. 

Installment sales.—As to installment sales, also, the 
law is too precise, and the regulations are too arbi- 
trary, to be fair in all cases. 

O ptional accounting methods.—Optional accounting 
methods are now granted to the taxpayer in connec- 
tion with inventories, reserve for bad debts, install- 
ment sales, carrying charges on unimproved real 
estate, cash or accrual method, improvements by 
lessees, and other matters. Of course, once an option 
has been chosen, the taxpayer is required to be 
consistent. 

This principle of options should be extended. If 
there are several well-recognized business or account- 
ing practices, the taxpayer should be given the option 
of selecting his own practice. The regulations should 
indicate acceptable methods of computation of in- 
come, and should not exclude other methods nor pre- 
vent new methods. 

The regulations now recognize that consistency is 
more essential than adherence to an ideal method. 
Yet there is continual bickering, because there are 
many accounting practices not now sanctioned or 
mentioned in the regulations—for example: hybrid 
method of accruing purchases and sales of merchan- 
dise, but not accruing unpaid expenses or payroll, 
or not valuing unexpired insurance; charging to ex- 
pense small items, locks on doors, lighting fixtures, 
desk lamps, which could be capitalized, but for which 
it might be cumbersome to set up ledger accounts 
for the asset and for the depreciation reserve ; writing 
off, by a reserve, advances to salesmen, foreign bal- 
ances, disputed claims; spreading taxes over the 
period for which paid, or writing off taxes in the 
period in which due and payable, without regard to 
the technical accrual date; while using the cash basis, 
considering note transactions equivalent to cash trans- 
actions, without technical legalistic determination of 
whether the note is payment or security or merely 
evidence ; making provisions for contingent liabilities, 
guarantees, and “other commitments ; and so on for 
each industry’s or taxpayer’s idiosyncrasies or necessities. 


Reserve for discounts.—The treatment of discounts 
on accounts receivable is particularly unfair to the 
taxpayer. The statute allows a reserve for bad debts; 
but no one knows what will be the attitude of an 
examining officer as to a reserve for discounts. The 
present practice seems to be to disallow reserves for 
discounts of two percent or less, as cash discounts; 
and to allow discounts of five percent or more, as 
trade discounts. 

By regulations, or by statute, there should be broad 
permission to set up valuation reserves for accounts 
receivable for all contingencies—bad debts, sales re- 
turns, allowances, freight, discounts, guarantees. A 
liability reserve should also be permitted to anticipate 
probable adjustments on completed transactions 
where the customer has paid the sale price in full. 


Change in accounting method.—Where conditions 
have changed, so that consistency in following a prior 
method of accounting will result in an unfair net 
income, permission for a change in method should be 
easy—even mere disclosure might be sufficient. At 
present the ninety-day requirement of Article 41-2, of 
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Regulations 101, is too harsh. From his own experi- 
ence, the writer knows the case of a taxpayer who 
increased his installment sales, but could not set up 
a reserve for bad debts, because it was impracticable 
to report on the installment basis, and he had never 
before set up a reserve for his ordinary charge ac- 
counts; also the case of a taxpayer who always paid 
his real estate taxes on the due date, but was not 
permitted to change to an accrual basis, because of 
the ninety-day rule, when he found that he could not 
pay the taxes in this particular year, even though the 
omission of taxes as a deduction very much dis- 
torted income. 


Choice of year for change in accounting method. — 
This is important only if a change in accounting 
method is not easy. In line with the policy of per- 
mitting gradual adaptation, if there is a change in law 
permitting optional treatment of certain items, there 
should be no restriction that the option must be exer- 
cised in any one year. The taxpayer should be given 
the choice of any one of three years; after three years 
the change in method may be permissible only with 
consent of the Commissioner and on his terms. 


Delay in effective date of change.—Because of higher 
rates, this is important. If we must have a change 
in law, the change should become effective only after 
due notice ; and wherever possible, the change should 
be gradual. It is irritating to think that a difference 
of one day will greatly change the tax effect; and it 
is more irritating to be forced to make a hurried deci- 
sion to complete a transaction only for the tax effect. 


F, CONTRARY to the suggestion in this article, the 
Regulations continue to be considered an inviolable 
extension of the law, the Commissioner should be able 
to fix the effective date of any change in the Regulations. 
For example, if it is decided that unexpired insur- 
ance must always be shown as an asset in the closing 
balance sheet, the taxpayer may be told that he may 
start this method in any one of the next three years. 
If it is decided that all income tax cases are to be 
heard by a new special court, the taxpayer may be 
told that for the next three years he may continue 
to use either the Board of Tax Appeals, or the Dis- 
trict Court, or the new special court. If it is decided 
to increase the rate of tax, the increase should be 
spread over several years. 


Broader disregard of statute of limitations—Sec- 
tion 820 of the Revenue Act of 1938 mitigates the 
effect of the statute of limitations only in certain 
cases. A much broader reopening is necessary to 
ensure fairness, except that the broader reopening 
should be initiated only by the taxpayer. 


In many cases at present the examining officer in 
his audit tries to be practical. He looks only for the 
larger items. If a change in accounting practice will 
not produce much tax, the specific deviation from the 
Regulations is ignored. This may lead the taxpayer 
to believe that his method of accounting, or his inter- 
pretation of the facts, has been accepted; but the pres- 
ent attitude of the Commissioner is that any prior 
action on his part does not affect his determination, 
legally, for any later year. 


For this later year another examining officer may 
be given specific instructions to report on some ac- 
counting practice not sanctioned by the Regulations, 
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like discounts; or to report on some large item, like 
bad debts. Sometimes this second examining officer 
then adjusts only one balance sheet. In the case of 
discounts, only the closing balance sheet might be 
adjusted, because adjustments to the opening balance 
sheet are barred by the statute of limitations, or be- 
cause such adjustments will lead to a refund, for 
which the examining officer says it is up to the tax- 
payer to apply. There is an implied principle of 
estoppel—no adjustments can be made in the opening 
balance sheet, because the taxpayer has received cer- 
tain benefits in prior years. In the case of bad debts 
disallowed because worthless in a prior year, the 
adjustment is only to the opening balance sheet of 
the current year, but the effect is that the closing 
balance sheet of a prior year has been adjusted with- 
out any tax benefit to the taxpayer. In both cases 
the taxpayer feels that there has been a distortion of 
income in a year which hurts him. In any case where 
there is a shift of an item from the current year to a 
prior year, the taxpayer should be able to amend the 
prior return. In any case where a change in account- 
ing method is made by an examining officer, the tax- 
payer should be given the option of filing amended 
returns without regard to the statute of limitations. 
Adjustments of tax could be on a no-interest basis. 


In order to be fair to the government, if the tax- 
payer is given some privilege of filing amended 
returns for an indefinite time back, or if the easy man- 
ner of mere disclosure is sufficient to effect a change 
in accounting method, opening balance sheets on the 
old method and on the new method should be re- 
quired ; the net difference in the balance sheets should 
be shown as a separate item in the income-tax return 
in which the change in method is made; and the Com- 
missioner should have the authority to require that 
the change be retroactive beginning with any year 
not more than three years prior to the year in which 
the taxpayer made the change. 

Consistency.—While permitting the taxpayer a 
choice of action as to accounting method, the regula- 
tions might provide that in any business transaction 
both sides—buyer and seller, for example—must adopt 
the same income-tax viewpoint ; and so must all indi- 
viduals similarly situated, as all stockholders in the 
case of a reorganization. Income-tax viewpoint would 
refer to such matters as agreement as to exact date 
of transaction, and agreement as to market values 
of assets in case of an exchange. It is desirable to 
prevent agreements being purposely so drawn that 
equivocal interpretations are possible. Given an am- 
biguous agreement, the Commissioner, in order to 
protect the government, must urge one viewpoint to 
one side and a different viewpoint to the other side. 
The penalty for ambiguity or equivocation could be 
a choice by the Commissioner, at any time within the 
statute of limitations, of either side’s interpretation, 
without review by the Board or courts, unless clearly 
wrong. 

If a written agreement as to sameness in income- 
tax viewpoint among taxpayers differently affected by 
the same transaction, is encouraged, it is not likely 
that fantastic theories will be presented to the Com- 
missioner for his consideration. 


Relief provisions.—lf the tax rate is very high, a 
general relief provision should be inserted in the law. 


SUGGESTED CHANGES IN THE FEDERAL 
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If it would cause an exceptional hardship in a special 
case, absolute obedience to a specified prov ision of the 
law should not be required. 


For example, in spite of Section 23(k), prohibiting 
bad debt losses on bonds, an allowable capital loss 
should be recognized if a bond is payable in a foreign 
currency and if there is a devaluation of the foreign 
currency, to the extent caused by the devaluation. 
Ilere we have a situation where the taxpayer and the 
government know that there will be a loss, and the 
minimum loss has already been established, unless 
there is the assumption that our domestic currency 
will be devalued. If the deduction of the minimum 
loss is not permitted in the year of ascertainment, 
the result is essentially unfair. 


f ewney example can be given. Under Section 
24(c) interest deduction was denied in the case 
of interest payable on coupon bonds of a close corpora- 
tion. The bonds were originally issued in 1918. The 
corporation was on the accrual basis; the stockholder- 
bondholders were on the cash basis; all parties filed 
calendar year returns for 1938; the coupons were due 
and were paid on April 1, 1939. The corporation could 
not deduct accrued interest for the three months end 
ing December 31, 1938, in its 1938 return, because it 
was impracticable to prepay the interest before 
March 15, 1939. (1. T. 3319, I. R. B. 1939-38-1C019, 
p. 2.) There is no question that the interest will be 
reported by the individuals for 1939; the requirement 
that the interest must be paid by March 15, 1939, is 
too arbitrary in this instance, and some relief is 
desirable. 


Interest deduction—life insurance loans.—It seems 
strange, but after more than twenty years of high 
personal income taxation, the status of interest on 
life insurance loans is unsatisfactory. It is necessary 
to amend Section 23 (b). To be fair to the govern- 
ment, as to interest paid or accrued on life insurance 
loans, the allowable deduction in any taxable year 
should be reduced by the increment in cash surrender 
value of the policy to the extent that such increment 
is due to investment earnings of the insurance com- 
pany. To be workable, the allowable deduction 
might be the interest paid or accrued, less three per- 
cent of the cash surrender value on the anniversary 
date of the policy in the year prior to the taxable year. 

A change in regulations, or law, should be made so 
that the interest deduction is available to the tax- 
payer ona cash basis. Interest paid on life insurance 
loans should include interest which became due dur- 
ing the taxable year and which has been settled by 
an increase in loan or by a decrease in the cash sur- 
render value. There might also be a special provi- 
sion permitting in some way the later deduction of 
interest which was incurred in prior years and which 
was not allowable in these prior years because not 
paid in cash. 

Interest deduction—income bonds.—The annual pay- 
ments on income bonds are much like the dividends 
on cumulative preferred stock. Perhaps the only dif- 
ference between the income bond and the preferred 
stock may be the definite due date of the bond. The 
deduction for interest on income bonds should be lim- 
ited, and gradually abolished. No deduction should 
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be allowed for the excess of redemption price over 
the amount received by the corporation. 


Interest deduction—profit-sharing.—If a contract with 
a corporation involves a loan to it and provides for 
interest on the loan on a profit-sharing basis, the 
maximum deduction allowable in any one year for 
interest on the loan should be at the rate of three per- 
cent per annum on the face of the loan or on the 
amount received by the corporation, whichever is 
lower. This provision will be generally applicable 
only to a close corporation. 

Joint ventures by corporations. If a corporation 
manages a syndicate or joint venture not taxable as 
a corporation, the entire profit should be taxable to 
the corporation. 


Corporate dissolutions. Higher taxes make it ad- 
visable for many close corporations to dissolve; but 
the stockholders are uncertain as to what their tax 
liability on dissolution will be, because the tax will be 
based on the Commissioner’s determination of fair 
market value of fixed assets. Section 112(b)(7) of 
the Revenue Act of 1938 encouraged dissolutions by 
reducing the usual tax in certain cases, but only if 
the transfer of all property under the liquidation oc- 
curred within the month of December, 1938. The 
date restriction should be removed. 


Real estate corporations need special consideration 
to encourage dissolution, because of the difficulty 
of proving the market value of real estate, and be- 
cause the Commissioner is quite likely to be guided 
by book value or assessed value, whichever is higher. 


I" Is suggested that there be an amendment to the 
provisions of Section 112(b)(7), relating to gain on 
dissolution. For simplicity, the section should refer 
to the recognition of both gain and loss. Then the 
receiving stockholder should be given the option of 
taking up on his books the capital assets received 
in dissolution—(a) at market value, which is now the 
general rule; or (b) at book value, as shown on the 
books of the corporation, assuming, of course, that 
book value is in accordance with provisions of prior 
income tax laws and that depreciation has been prop- 
erly computed; or (c) at a take-over value. Under the 
application of the take-over value, the cost of the 
stock, less any reduction for any cash received not 
returned as income, would be apportioned to the 
assets received at dissolution on the basis of either 
(a) or (b). If the stockholder did not use the take-over 
value for the capital assets received, gain or loss would 
be recognized, without any limitation as to cash re- 
ceived, except that cash received might be taxed as a 
dividend if the corporation would have a surplus at 
market value in (a) or if the corporation had a surplus 
at book value in (b). If the stockholder did use take- 
over value, there would be no gain or loss, except 
to the extent of the cash, but not in excess of the 
earned surplus; and the gain could be taxed as a 
dividend. 

This revised Section 112(b)(7) should take prece- 
dence over Section 44(d), which provides for recogni- 
tion of gain or loss upon the transfer in dissolution of 
installment obligations. In the case of a complete 
distribution, it ought to be possible to distribute in- 
stallment obligations without any gain to the corpora- 
tion as well as without any gain to the stockholders. 





December, 1939 


Declaratory opinions.—Ultimately it should be pos- 
sible to get declaratory rulings on simple hypothetical 
problems. For the next few years, in lieu of declara- 
tory rulings, it should be possible to submit simple 
problems to the Commissioner, and to secure from 
him references to regulations or to published rulings. 

Information is now given rather informally by the 
offices of the Collectors of Internal Revenue; that is, 
the Collector’s office will undertake to answer simple 
questions verbally, will not make a record of the con- 
versation or of the advice, and will not inquire if the 
conversation is about a closed transaction. If the 
Commissioner gave limited research service to tax- 
payers, he would not be committing himself to any 
decision. 

Cancellation of mortgage debt.—The Regulations do 
not give the solution to some common problems. 
Here is one, really a very simple example. The tax- 
payer owns an ordinary real estate mortgage, face 
value $10,000; cost is also $10,000; there are no arrears 
of interest, principal, or tax payments; the real estate 
covered by the mortgage has depreciated in value, 
and the present market value is only $6,000. The 
taxpayer decides to accept $1,000, and to reduce the 
mortgage to $5,000. Presumably there is a capital 
loss of $4,000, because the taxpayer has sold for $1,000 
that part of the mortgage which cost him $5,000. 
However, change the problem slightly—taxpayer does 
not receive any principal payment, but merely reduces 
the mortgage to $6,000, perhaps as a condition to re- 
ceiving the next payment of interest. Is the loss of 
$4,000 deductible? Common sense tells us that there 
is a loss; but the Regulations are silent. 

The problem is a little harder, but just as common, 
if the face value is $10,000, and the cost is less. 

The Commissioner should make some attempt to 
clarify the situation in regard to mortgage settlements 
and to mortgage foreclosures ; and if a proposed trans- 
action is not covered by the clarified regulations, he 
should give the taxpayer some help in estimating the 
tax consequences. 


Uniform state laws.—Some attempt should be made 
to have state laws similar to the federal law. It would 
seem to be easy to encourage similar income tax rates 
for all the states, as we now have similar estate or 
transfer tax rates, and similar payroll tax rates for 
unemployment insurance, by the credit device. 

Similarity in rates would encourage a similarity to 
the federal law in structure and content. For admin- 
istrative reasons, the federal government practically 
requires, and the taxpayer finds it convenient, that the 
books of account be kept in agreement with the fed- 
eral income tax returns filed. As an aid in the prep- 
aration of state income tax returns, it is particularly 
important that state and federal laws agree as to 
recognition of gain or loss, and even more important 
that the laws agree as to the resulting basis for assets. 

As to state laws, uniformity in methods of segre- 
gating income to the various states, uniformity in 
treatment of residents and non-residents, and uni- 
formity in definitions of resident and non-resident, 
are desirable. If, as in the unemployment-insurance 
payroll taxes, the federal government restricted the 
credit for state income tax in the federal return unless 
the state law followed a certain pattern, this desirable 
uniformity could be secured. 
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with almost infinite ramifications. It can prob- 

ably be definitely stated that when a person ir- 
revocably assigns property, retaining no control or 
benefit therefrom, that the income 
subsequently accruing to such prop- 
erty is taxable to the assignee under 
the present and prior Federal Rev- 
enue Acts. However, if the assign- 
ment does not fully meet the fore- 
going restrictions then the result, 
so far as tax liability is concerned, 
is still unsettled. The writers wish 
to confine the scope of this article 
to very definite limits and to limit 
the discussion to what is the answer 
to the following question : 


jk: taxable result from assignments is a matter 


“A taxpayer has received income which 
on an accrual basis would be taxable 
income for his taxable period. This tax- 
payer reports his income on the cash 
receipts basis and such income has not 
yet become taxable on that basis because 
it has not been reduced to possession in 
cash, or property having a fair market 
value. Can such taxpayer by assigning 
the chose in action representing the in- 
come thereby divert to the assignee the 
tax liability on such income when the 
payment 1s subsequently reduced to 
possession in cash, or property having 
a fair market value?” 

The words “Cash Receipts Basis” and “Accrual 
Basis” as used in the Regulations issued by the Com- 
missioner and various judicial decisions in connection 
therewith do not have a meaning that is definite and 
clear. As a matter of fact the various Revenue Acts 
have not rigorously prescribed any basis of account- 
ing, other than that it must clearly reflect the taxpay- 
er’s income, and have left this largely to regulation by 
the taxing authority. In cases where no inventories 
are involved it may be fairly stated that the distin- 
guishing mark between cash receipts and accrual basis 
is that on the accrual basis income is taxable when 
reduced to a valid chose in action while on the cash 
receipts basis it must be reduced to possession in cash 
or property susceptible of being valued in cash. Under 
the doctrine of constructive receipt it can easily hap- 
pen that “cash receipts basis” is made to coincide so 
closely with “accrual basis” that it is difficult to dis- 
tinguish between the two. 

One of the effects of Federal Revenue Acts most 
impressed on the taxpayer is the rapidly mounting 
percentage of income devoted to tax when the income 
for any taxable period appreciably increases. The 
tax liability on a taxable income of $100,000 is not five 
times the tax liability on an income of $20,000 but 
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approximately fifteen times. This result is inherent 
in any income tax law that is based on a rising tax 
scale. All of our Federal Revenue Acts have been 
predicated on the assumption of ability to pay. Such 
a law is in effect both a Revenue 
Act and a form of social legislation. 
It is extremely improbable that the 
system of surtax brackets will be 
abandoned in any Federal Revenue 
Act of the near future. 

The great majority of individuals 
have in the past, and in the future, 
will continue to report their taxable 
incomes on the cash receipts basis. 
From an administrative standpoint 
there would be almost insurmount- 
able difficulties in requiring indi- 
viduals to report on the accrual 
basis. Also, the cash receipts basis 
corresponds more closely to the 
common definition of income. It is 
also a fact that a considerable per- 
centage of individuals in this coun- 
try have incomes that fluctuate ma- 
terially from year to year and prob- 
ably true that this will also be a 
fact in the future. In many of these 
cases the fluctuation from year to 
year is much greater on the cash 
receipts basis than it would have been on the accrual 
basis of accounting. It is very evident, especially 
where losses for one taxable period are not permitted 
to be applied against gains for a subsequent taxable 
period, that the total tax imposed on the same average 
income over a period of years will be materially dif- 
ferent between two taxpayers. 

The Revenue Act of 1939, for the first time, con- 
tains a provision giving some relief in cases where 
income is earned by a taxpayer on the cash receipts 
basts over a period of time but all received in one 
taxable period. However, the restrictions are so 
stringent that this Section (IRC Section 107-RA 
1939) will give relief in but a few cases. Under the 
Section the income must have been earned over a 
period of five calendar years or more, and not more 
than 5% of the compensation paid prior to the calen- 
dar year in question. Also the income must have 
been received for personal services rendered by an 
individual in his individual’s capacity or as a member 
of a partnership. 

It is expecting too much of human nature not to 
desire to minimize tax liability when the surtax 
brackets applying to a part of the taxable income 
reach a point where they constitute a major percent- 
age of such income. Therefore, most taxpayers re- 
porting on a cash receipts basis will attempt to average 





















































































































































































































































































































































































































































































































































































































up their taxable income to as great an extent as is 
possible. Unfortunately, it is the exceptional case 
when the taxpayer has any real control over the mat- 
ter. However, the family is to a considerable degree 
an economic unit and under our Revenue Acts each 
individual making up the family has the right to report 
his income separately for Federal Income Tax pur- 
poses. It at once becomes apparent that the simplest 
and most logical method of minimizing income tax lia- 
bility is to spread the total family income over the 
various members. 

Where the income is received from property it is 
simple to spread the income from such property over 
the various members of the family by making an ir- 
revocable gift of the proper proportion of such prop- 
erty and it is conceded that in such cases the income 
thereafter accruing to such property is taxable to the 
donee. Leaving out of consideration the gift tax, this 
is the most feasible method of minimizing tax liability 
in cases where the total family income is large. This 
method, however, is limited to income accruing from 
ownership of property and does not affect income 
received for personal services 

The first case to come before the Supreme Court 
concerning the assignment of earned income was 
Lucas v. Earl.’ The taxpayer (defendant) was a resi- 
dent of the State of California and a practicing attor- 
ney. Many years prior to the enactment of the 
Sixteenth Amendment he made an assignment of one- 
half of all future income to his wife. This assignment 
was valid under the laws of the State of California. 
The Supreme Court said that the income was taxable 
to defendant and, after stating that Congress could 
have made salaries taxable to the person who earned 
them regardless of any anticipatory 
arrangements, thus continued, 

“That seems to us the import of the 
statute before us and we think that no 
distinction can be taken according to 
the motives leading to the arrangement 
by which the fruits are attributed to a 
different tree from that on which they 
crew. 

The wording of the above deci- 
sion to the effect that, in the opin- 
ion of the Supreme Court, Congress 
intended to tax salaries to the per- 
son earning the same led the Treas- 
ury Department to attempt to tax 
salaries to the earner thereof in 
community property states. How- 
ever, the Supreme Court, when this 
matter reached them in the case of 
Poe v. Seaborn,? held that this could 
not be done but that the State law 
governed. It is rather difficult to 
make the distinction between a 
State statute giving a wife a vested 
interest in one-half of her husband’s 
earnings and an assignment, valid 
under the State law, giving the wife 
one-half interest in her husband’s earnings. There is an 
easily grasped distinction in the fact that under a State 
statute the husband has no say in the matter and is 
bound by the State law while the assignment was a 


1'Lucas v. Earl, 50 S. Ct. 241. 
2 Poe v. Seaborn, 51 S. Ct. 58. 
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voluntary act on his part. There is also the fact that 
the State statute, being beyond any control on the 
part of the taxpayer, plays no part in tax avoidance 
while it is a reasonable assumption that tax avoidance 
is at least considered when making an assignment to 
one’s wife. 

It was at first generally believed that the wording 
of the Earl decision could only mean that income from 
personal services was taxable to the earner of such 
income and that the tax liability of the earner could 
not be escaped by assignments, no matter how skill- 
fully drawn. However, the decision in Poe v. Seaborn 
cast some doubt as to what was meant by the Ear! 
decision and later decisions by lower Federal Courts 
and the Board of Tax Appeals have still further 
clouded this issue. In Hall v. Burnet* the Court of 
Appeals of the District of Columbia decided in favor 
of the taxpayer. In this case the taxpayer assigned all 
his rights to renewal commissions on life insurance 
policies written by him. Such commissions when 
payable were paid to the assignee and reported by 
the assignee as taxable income. The Commissioner 
of Internal Revenue included such commissions in the 
taxable income of the assignor, basing his action on 
the Earl case. The Court of Appeals of the District 
of Columbia stated in its opinion that what was as- 
signed was a property right, that it did not depend 
on any continued future service to be rendered by 
the assignor and that any payments under the assign- 
ment were taxable income to the assignee. 

Since the above case was decided many similar 
cases have arisen before the Board of Tax Appeals 
and Federal Courts. Most of these cases have been 
decided against the taxpayer; that is, that the commis- 
sions are taxable to the earner 
thereof. Until the case of James 
M. Stokes, 22 BTA 1386, the deci- 
sions could be reconciled on the 
theory that it had not been proved 
by the taxpayer that no act on his 
part subsequent to assignment was 
essential to earning such commis- 
sions. However, in the Stokes case 
these renewal commissions had 
commuted value under the agency 
contract and such amount could 
have been received by the assignee 
at any time. This commuted valuc 
was in no wise dependent on 
whether or not the policies in ques- 
tion were kept in force, although 11 
was undoubtedly based on the ex- 
perience of the insuring company 
as to what percentage of policies 
would be allowed to lapse. It is 
also true that the assignee did not 
exercise her right to a commuted 
value but elected to receive the ac- 
tual renewal premiums accruing. 
The Board said in this case, “With 
performance of the work the right to the commissions 
became petitioner’s and they were no less received by 
him in law where he sees fit to direct that the pay- 
ment may be made to his assignee.” 


3 Hall v. Burnet, 52 S. Ct. 408. 
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There seem to be only two possible interpretations 
of the above quotation from the Board’s decision in 
the Stokes case. First, under the Earl decision that 
the commissions are taxable income to the person 
earning them. Second, that the assignment of a chose 
in action is merely a power of attorney to collect and 
that in such case the owner of the chose in action 


constructively receives the amount derived from the 
same. 


N ONLY one case, other than the Earl case, has the 
Supreme Court to date rendered a decision relative 
to the assignment of earned income. In the case of 
Burnett v. Leininger * the Court found in favor of the 
Commissioner of Internal Revenue. In this case de- 
fendant was a partner in a laundry company. He 
assigned half of his interest in the partnership to 
his wife, she to receive half of the earnings and to 
make good half of the losses allocated to his interest. 
There was no new partnership agreement drawn but 
all the other members of such partnership were in- 
formed of the assignment. The Court based its deci- 
sion on the fact that the Revenue Act in question 
included in taxable income to an individual that por- 
tion of gain or loss attributable to a partnership, 
whether or not distributed. This case is easily dis- 
tinguishable from the case of Earl. However, there 
is nothing in the decision to indicate that the reason- 
ing of the Earl case would not also apply. 

While there have been various decisions by lower 
Federal Courts and the Board of Tax Appeals in line 
with the Earl case there have been many other deci- 
sions which appear to require the answer YES to the 
question propounded at the beginning of this article. 

In the case of Matchette v. Helvering,® decided by 
the Second Circuit Court of Appeals on January 13, 
1936, the Court found in favor of the taxpayer. Plain- 
tiff owned certain stocks. A dividend was declared 
on such stocks payable to the stockholders of record 
as of a certain date, payment to be made on a subse- 
quent date. Between these two dates he transferred 
a part of such stocks to a dummy corporation, organ- 
ized for that purpose, in exchange for all the capital 
stock of such corporation. When the dividend check 
was received by him he promptly paid to the corpora- 
tion its proportionate part of the dividend accruing 
on the stocks transferred to it. The Second Circuit 
Court of Appeals found that that part of the dividend 
payment transferred to the dummy corporation was 
taxable income to it and not to plaintiff. Certiorari 
was denied by the Supreme Court.’ Since for that 
taxable year corporations were not taxed on dividends 
received from domestic corporations the net effect 
was that no tax was paid on the dividend in question. 
The Circuit Court of Appeals apparently went out of 
its way to make its position on this matter very clear. 
It said as dicta the following, 

“We did not think that they meant (referring to the Earl 
and Leininger cases) that if a taxpayer, keeping his accounts 
on a cash basis, were to endorse a sixty-day note given in 
payment for past services, he would be taxable upon it as 
his income, unless he sold it and then only for what he 
received, if he gave it away he would escape; the mere fact 
that it was a result of earnings would be irrelevant.” 

While the above quotation was dicta it was made 
by Judge Learned Hand of the Second Circuit Court 


4 Burnett v. Leininger, 52 S. Ct. 345. 
5 Matchette v. Helvering, 81 Fed. (2d) 73. 
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of Appeals. It would be difficult to frame a better 
affirmative answer to the question which is the sub- 
ject matter of this article. Certainly the Second Cir- 
cuit Court of Appeals has definitely answered YES 
that a taxpayer, on a cash receipts basis, may give 
away a chose in action which has not yet become tax- 
able income to him and thereby divest himself of 
tax liability thereon. 

In contrast with the dicta of the Second Circuit 
Court of Appeals, the Eighth Circuit Court of Appeals 
in the case of Van Meter v. Commissioner ® said in part 
as follows: 

“Another of these is Hall v. 
District of Columbia. We think this case 1s an authority for 
petitioner. However, and with all due respect, we think the 
distinction of the case of Lucas v. Earl, attempted in the opin- 
ion, is unsound. It may be true that income already entirely 
earned i is transferable as a species of property, but that has no 
effect upon the power and intention of Congress to tax income 
to the earner. The earner may, in a legally binding way, 
dispose of his earnings, whether they are already earned or 
are to be earned, without affecting in the slightest manner 
his status as earner thereof and his resulting liability for 
taxation thereon as income. Such is the rule of the Lucas, 
Corliss, and Leininger cases, to which the //all case is, in our 
judgment, opposed.” 

The Board of Tax Appeals in the Ross case, 30 BTA 
496, found in favor of the taxpayer. In this case the 
petitioner had earned a large commission from the 
sale of certain railroad stocks. With the acquiescence 
of the seller the purchaser of the railroad stocks 
agreed to pay him the commission over a period of 
years, with interest on the unpaid balances. A similar 
form of contract was made by the purchaser with 
the seller and both contracts were secured by the 
stock. This contract was governed by the Revenue 
Act of 1921. Subsequent to the date of the contract, 
petitioner assigned an interest therein to his wife and 
children. The wife and children reported as taxable 
income the amounts received by them under the 
assignment. The Commissioner taxed the entire 
amount paid under the contract to petitioner. The 
Board said in its decision, 

“The assignment here in question is not of future earning 
or salary not in existence, but it is an assignment of an 
interest in an existing contract given in payment for past 


services.” 

The decision was appealed to the Circuit Court of 
Appeals, Sixth District. The Circuit Court affirmed 
the Board’s decision. 

In the case of Louis Boehm, 35 BTA 1106, the Board 
found for the taxpayer. In this case petitioner was 
instrumental in securing a loan of $250,000, for a 
period of three years, for a corporation which he rep- 
resented as counsel. He had a contract with the 
corporation that he was to receive 10% of the amount 
of the loan, or $25,000, each year as a bonus for his 
services. The borrower paid the $25,000 for two 
years and then evidently paid off the loan. Anyhow, 
it refused to pay him the $25,000 for the third year. 
Petitioner assigned his claim to his wife who brought 
suit as assignee and secured judgment. The judg- 
ment was duly paid. His wife reported the $25,000 
as taxable income to her. The Commissioner con- 
tended that it was taxable income to the assignor 
and assessed the tax. The Board found in favor of 
the taxpayer to the effect that it was taxable income 
to the assignee. The Board stated that the $25,000 


Van Meter v. Commissioner, 61 Fed. (2d) 817. 
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in question was a bonus or additional interest relat- 
ing to a loan to this corporation. It was not a claim 
for payment for personal services. Otherwise the 
reasoning in the Ross case was followed almost 
exactly. It is possible to make some distinction be- 
tween the Koss and Boehm cases above mentioned 
and the question which is the basis of this article. 
In the Ross case the year involved was governed by 
the 1921 Revenue Act. This Revenue Act made no 
provision for reporting on the installment basis. 
However, the regulations issued by the Commissioner 
of Internal Revenue thereunder did make such provi- 
sion. In the Ross case petitioner in his original re- 
turn reported his pro rata share of the payments made 
under the contract on the installment basis. The 
Federal Revenue Act of 1926 contained a provision for 
reporting gains on the installment basis and made 
such provision retroactive. In the Federal Revenue 
Act of 1928 there was incorporated for the first time 
a provision providing for tax liability from the dis- 
posal of installment obligations. Prior to the 1928 
Act there was nothing in the various Revenue Acts 
relative to tax liability on the part of the assignor 
for installment obligations assigned for less than a 
fair consideration and the Board of Tax Appeals had 
held several times that the assignor of such install- 
ment obligations, prior to the calendar year 1928, was 
not taxable on any income thereafter received from 
such obligation. 

In the Boehm case the bonus of $25,000 was dis- 
puted and payment refused. While the fact that the 
wife brought suit and recovered would indicate that 
petitioner’s claim for the $25,000 was a valid one under 
the laws of New York State, it is still doubtful that 
he would have been required to return this $25,000 
for the year for which it had accrued had he reported 
his income on the accrual basis. The fact that the 
collection was disputed and doubtful might have 
justified him in not reporting such income even on the 
accrual basis. However, no mention of the above 
doctrine was made by the Board in either the Ross 
or the Boehm cases. 

Both of these cases seem to have been decided 
by the Board on the theory that the thing assigned 
was a property right under the State law governing; 
that all the interest of the assignor had accrued prior 
to date of assignment and that no further act of the 
assignor was necessary in order to complete the prop- 
erty right. In other words, that which was assigned 
was not future income but income already earned. 
The Ross case was appealed and affirmed by the Sixth 
Circuit Court of Appeals; the Boehm case was not 
appealed but was acquiesced in by the Commissioner 
of Internal Revenue. Whether or not this acqui- 
escence by the Commissioner means that the Treas- 
ury Department is in effect answering YES to the 
question propounded by this article it is too early to 
state—apparently not. It is difficult to understand 
the acquiescence. 

In spite of the apparent trend of the Board of Tax 
Appeals’ decisions, as shown by the Ross and Boehm 
cases and by the decision in the Machette case by the 
Second Circuit Court of Appeals, it is difficult to 
believe that the Treasury Department will adopt the 
attitude that a chose in action, representing income 
earned but not yet taxable income on the cash receipts 
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basis, may be assigned by a taxpayer and the tax 
liability thereon diverted to the assignee. The prin- 
cipal reason for not believing this is that it would 
result in the most practical and effective means of 
minimizing tax liability accruing to earned income. 
There are few cases in which it does not lie in the 
taxpayer’s power to have earned income first con- 
verted into a chose in action and then assign part, 
or all, of such chose in action to his wife, or children, 
and thereby materially lessen a total tax liability that 
would otherwise accrue to the amount in question. 
Also, it is hard to understand the attitude taken by 
some lower Federal Courts and the Board of Tax Ap- 
peals after the decision of the Supreme Court in the 
Earl case. In the Earl case the Supreme Court stated 
specifically that the import of the Act in question 
(1921 Revenue Act), as understood by them, was that 
Congress intended to tax salaries to the person earn- 
ing such salaries and not to attribute the fruit to a 
tree on which it did not grow. While there have 
been many changes in Revenue Acts subsequent to 
the 1921 Revenue Act there has been none to cause 
the Supreme Court to change its mind as to the inten- 
tion of Congress as imported by the 1921 Act. In 
fact, all the pertinent changes could do nothing but 
strengthen the import of the intention of Congress 
in the matter. 


|= proposed question that is the subject of this 
article assumes that a chose in action, assigned with- 
out consideration by a taxpayer on the cash receipts 
basis, would be taxable income to the assignee when 
paid if it was not taxable income when paid to the 
assignor. This assumption is at least open to argu- 
ment. In most of the cases where the record shows 
what the assignee did, the income was returned by 
him. 

In view of the importance of the matter discussed 
here it is rather strange that a test case has not 
reached the Supreme Court before this. Also, that 
the doctrine of constructive receipt has not been more 
often invoked. In the most recent case of this kind 
(Rebekah C. Schoonmaker, 39 BTA No. 63, decided 
February 4, 1939) this doctrine was invoked by the 
Commissioner and the Board found in favor of the 
taxpayer. Petitioner had transferred to an irrevocable 
trust for the benefit of her grandson certain bonds 
upon which there was accrued but unmatured interest 
at the date of transfer. The taxpayer made her re- 
turn on the cash receipts basis and did not include 
in her taxable income the amount of such interest 
accrued but not yet due. It would also appear from 
the record in this case that the trust returned as 
income on these bonds only the interest accrued after 
the date of transfer to the trust. The Commissioner 
added the interest accrued to date of gift to the 
donor’s taxable income and assessed the tax thereon. 
This was in accordance with I. T. 3011 (XV-2, C. B. 
132) in which the Commissioner had ruled on this 
specific question to the effect that the donor in such 
a case was taxable on the accrual basis even though 
on the cash receipts basis for reporting taxable in- 
come. The Commissioner alleged that the taxpayer 
constructively received this income but the Board 
did not agree with him. It said, 


“It seems clear to us that the doctrine of constructive re- 
ceipt, as defined in the quoted regulations and as announced 
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by the Board and the Courts in cases involving the doctrine 
of constructive receipt, does not embrace a situation such 
as we have in the instant case.’ 

This case has been appealed by the Third Circuit 
Court of Appeals and is now pending. It may be that 
it will be the test case to decide this question. 

The purpose of this article is to attempt an answer 
to the question proposed. We have briefly reviewed 
its present status as defined by the Board of Tax 
Appeals and Federal Courts. So far as the current 
and prior Revenue Acts are concerned a final answer 
can only come from a decision by the Supreme Court. 
The co-authors of this article are a certified public 
accountant and an attorney. They completely differ 
as to what the final decision will be when, and if, it is 
passed upon by the highest court. The accountant 
believes the answer will be NO while the attorney 
believes it will be YES. The remainder of this article 
is an individual statement by each of them in support 
of his conclusions. 


By Henry M. Groves, C.P.A. 


It appears to me that the Supreme Court answered 
this question NO in the Earl case. That case had 
to do with salaries only and the Court said that there 
was no question but that Congress had the right to 
tax salaries to the person earning the same and that 
they believed the import of the Act in question (1921 
Revenue Act) was tosodo. Certainly there has been 
no change in Revenue Acts subsequent to the 1921 
Act that would cause the Court to change its mind 
as to the intention of Congress in this respect. 

While the Earl case had to do with personal serv- 
ices it would apply with equal force to taxing income 
accruing to property to the person owning the prop- 
erty while such income accrued—that is, 
attributing the fruit to the tree on which it 
grew. 

The question here proposed could not 
arise were it not for the fact that taxpayers 
are allowed to report on both the cash re- 
ceipts and accrual basis and that cash re- 
ceipts basis has cofhe to mean “reduced to 
possession in cash.” On the cash receipts 
basis income can be, and often is, earned 
income in one taxable period and taxable 
income in a subsequent period. In the 
Earl case the matter in controversy was 
future earnings and in the many Court and 
Board decisions, which seem to give the 
answer YES to the question proposed in 
this article, the basis for the decision is that 
the amount in question was earnings al- 
ready consummated, a property right, some- 

thing which required no further act on the 
part of the assignor to perfect his right. 


Probably no one would contend that from an ac- 
counting or common-sense point of view an amount 
is earned in a period other than that in which the 
service is performed and that when on a cash receipts 
basis it is permitted to report income for some other 
period than that in which it is earned, this is done 
solely as a matter of administration. It would seem 
to follow that when speaking of future income in 
interpreting a Federal Revenue Act, the Court would 
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have in mind the period in which such income was 
taxable under the Revenue Act rather than the period 
in which it was earned. The Revenue Act has no 
interest in such income other than its taxability. 
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It is evident that to answer the question here pro- 


posed YES would open up a very easy and practical 
method of tax minimization, or possibly tax avoidance. - 
It is true that the Supreme Court has stated that tax 
avoidance is not a crime; that taxing Acts should be 


construed strictly against the taxing authorities; that 
there is not even a patriotic duty to pay any tax 
greater than the minimum required and that every 
taxpayer has a right to so arrange his business as to 
incur the minimum of tax liability and that if a tax- 
payer stays strictly within the boundary of the law 
the fact that the procedure followed was solely for 
the purpose of minimizing tax liability has no bearing 
on the matter. It still remains a fact that both the 
Board of Tax Appeals and the Federal Courts seem 
to frown on schemes that have as their major pur- 
pose the minimization or avoidance of income tax. 
When the Board and Courts defeat the taxpayer’s 
attempt they rarely base their decision on tax avoid- 
ance but in effect impose the tax on the doctrine of 
constructive receipt by ignoring one or more of the 
entities set up by the taxpayer in his plan. When the 
judicial authority says that substance rather than 
form shall govern in a particular case, and in the 
paticular case the form is legally permissible, then in 
effect such judicial authority is stating that the tax- 
payer constructively received the amount in question. 
There is little logical grounds for the doctrine of con- 
structive receipt other than to prevent tax avoidance 
on the part of the taxpayer. 


" ( The Revenue Act of 1939 contains 


a new provision giving some relief in cases where income is 
earned by a taxpayer on the cash receipts basis over a period 
of time but all received in one taxable period. The restrictions, 
however, are so stringent that relief is given in but a few cases. 
Under the section the income must have been earned over a 
period of five calendar years or more, and not more than five 
percent of the compensation paid prior to the calendar year in 
question. Also, the income must have been received for per- 
sonal services rendered by an individual in his individual's 
capacity or as a member of a partnership.” 


In the Schoonmaker case the Board stated that the 
doctrine of constructive receipt, as defined in the 
quoted regulations and as announced by the Board 
and the Courts, did not cover a situation such as they 
faced in that case. This seems to be a fact. The 
Commissioner in all his regulations has confined the 
doctrine of constructive receipt primarily to the ques- 
tion “when is the income taxable” and not to the 
question “to whom is the income taxable.” On the 
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cash receipts basis both the Board and the Courts 
have been very zealous in holding that on such basis 
income to be taxable must have been reduced to pos- 
session in cash or unrestrictedly available to the tax- 
payer and his failure to reduce to possession in cash 
due to his own volition. This is only one part of 
the doctrine of constructive receipt and the minor 
part at that. The question “to whom is the income 
taxable” is far more important. 


So far the Supreme Court has not invoked the 
doctrine of constructive receipt as “to whom is the 
income taxable” in interpreting the wording of a 
Revenue Act. However, they have invoked it many 
times in the matter of the constitutionality of various 
sections of Revenue Acts. The distinction here of 
course is between the power of Congress and the 
intent of Congress. It seems to me that the Supreme 
Court stated specifically in the Earl case its opinion 
of the intent of Congress as to the answer to the ques- 
tion proposed here. As to the power of Congress to 
tax income constructively received it first passed on 
the matter in the Corliss case which involved the con- 
stitutionality of the section taxing to the grantor in- 
come from a revocable trust. The Court said, 

“The income that is subject to a man’s unfettered com- 
mand and that he is free to enjoy at his own option may be 
taxed to him as his income, whether he sees fit to enjoy it or 
not.” 

The Court has extended this doctrine much further, 
upholding the constitutionality of taxing to the 
grantor income from an irrevocable trust used to pay 
his legal obligations and finally the constitutionality 
of the section providing for the taxation to the grantor 
of the income from an irrevocable trust used to pay 
premiums on life insurance policies taken out on his 
life and payable to named beneficiaries. This even 
though the grantor had divested himself of all inci- 
dents of ownership in such policies. It would seem 
from the above that the Court in ruling on the power 
of Congress has extended the doctrine of constructive 
receipt from control over the income to economic 
benefit and finally to mere satisfaction, since it is diffi- 
cult to see what benefit other than some form of satis- 
faction the insured can receive from policies of life 
insurance in which he has divested himself of all 
control. 


By Cecil H. Kopperman, Attorney 


[t is true that the Supreme Court said in rendering 
its decision in Lucas v. Earl that the import of the 
taxing statute was that the salaries were to be taxed 
to those who earned them and that the tax could not 
be escaped by anticipatory arrangements and con- 
tracts however skillfully devised to prevent a salary 
from vesting even for a second in the man who earns 
it. Standing by itself this opinion would seem to say 
clearly enough that all salaries must be taxed to those 
who earned them and no assignment could divert the 
taxability of same to some one else. However, on 
November 24, 1930, approximately eight months after 
the Lucas v. Earl decision was rendered, the Supreme 
Court held in Poe v. Seaborn that where all property 
acquired after marriage is community property by 
State Statute, one-half of the income earned by the 
husband is taxable income to the wife. 
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The significance of this decision on the subsequent 
interpretation of Lucas v. Earl must immediately be 
apparent. In the first place, we must conclude from 
an analysis of this case that the income tax is im- 
posed not on the person performing the services but 
on the person holding the right to receive the com- 
pensation for same. The theory on which the Court 
based its decision in Poe v. Seaborn was that the law 
of the State by virtue of its community property law 
vests in the wife a right, title, and interest to one- 
half of the income earned by the husband in addition 
to the property already owned, and that this right 
immediately vests at the moment the right comes into 
existence so that no period of time intervenes between 
the creation and the vesting of the right in the wife 
so as to be income to the husband and thus taxable 
to him. The Court said, 

“It is clear that the wife has a vested right in the community 
property, equal with that of her husband; and in the income 
of the community, including salaries or wages of either hus- 
band or wife, or both.” 

The Court in the above case said, 

“The very assignment in that case (Lucas v. Earl) was 
bottomed on the fact that the earnings would be the husband's 
property, else there could have been nothing on which it 
could operate. That case presents quite a different question 
from this, because here by law the earnings are never the 
property of the husband, but that of the community.’ 

In the second place, Poe v. Seaborn is authority for 
the proposition that the fact that the assignor has 
control over the thing assigned by virtue of the fact 
that the payment is conditioned on his rendering 
future services, is of no importance in determining 
whether the assignor or assignee is taxable for the 
income, inasmuch as the Court held that the assignor 
therein was not taxable although any earned income 
to which the community was entitled was necessarily 
conditioned on the assignor’s future activity and thus 
under his control. One can therefore only conclude 
that the tax is imposed, not on the one who earns the 
income, but on the one who holds the right to receive 
the compensation at the time it accrues or is paid. 
Since the Supreme Court did not see fit to overrule 
Lucas v. Earl, that case can be authority for only one 
proposition, viz.: that until services are completely 
rendered, no right to compensation exists to which 
the assignment can presently attach. 

Burnet v. Leininger and Blair v. Commissioner ?® are 
the only other cases decided by the Supreme Court on 
this question. Burnet v. Leininger, in which the Court 
held that the earnings of a partnership assigned by a 
husband to his wife are taxable to him, is not in point 
because the Court’s decision was based on the provi- 
sion of the 1918 Revenue Act which provided that 
the distributive share of the net income of the part- 
nership, whether distributed or not, shall be included 
in computing the net income of each partner; and that 
since the assignment here in question didn’t affect a 
change in the personnel of the partnership, so as to 
constitute the assignee a partner therein in the eyes 
of the law, the assignor remained the sole owner vi 
his interest in the partnership and must, under the 
above provision, report all income attributable to his 
share in the partnership, even though under the 
assignment one-half is payable to his wife and not 
under his control. 


* Blair v. Commissioner, 53 S. Ct. 386. 
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The case of Blair v. Commissioner on the other 
hand held that a beneficiary of a trust, under which 
he was entitled to receive the net income for life, 
could assign part of that income and not be taxable 
for that part of the income paid to the assignee under 
the assignment. The theory of the Court being that 
the petitioner was the owner of an equitable interest 
in the trust property, and that as such it was an 
existent right, assignable in whole or in part. When 
one views this decision in the light of its being not 
an assignment of income, but of a right to receive the 
income which is existent at the time of the execution 
of the contract, the theory expressed therein is not 
in conflict with Poe v. Seaborn, but entirely and com- 
pletely reconcilable. 


The Federal Courts of inferior jurisdiction have 
followed Poe v. Seaborn fairly consistently and in 
some cases have carried out its theories to an extreme. 
In the case of Hall v. Burnet, the Circuit Court of 
Appeals of the District of Columbia held that where 
a taxpayer assigned an undivided interest in commis- 
sions on renewal premiums of life insurance previ- 
ously sold by him, the taxpayer was not taxable on 
the commission paid to the assignee under the assign- 
ment. It was the theory of this Court apparently 
that the taxpayer’s claim had completely accrued at 
the time of the assignment, he having performed all 
the services required of him, so that as against the 
principal his claim was a fixed, certain and existent 
right; the fact that the amount which would ulti- 
mately be received was contingent and uncertain did 
not alter its status as a property right. The Court 
said in its opinion, 

“This was not an assignment of future earnings, but the 
transfer of a property right; it was obvious that the right 
was fixed and certain and was independent of any future 
services to be rendered by him. Any uncertainty in the situa- 
tion concerned only the amount; but the agent’s rights as 
against the insurance company were established.” 

In the opinion of this writer the Court in this deci- 
sion was carrying the doctrine to an extreme. The 
right to commissions on renewal payments is condi- 
tioned and dependent on the payment of such pre- 
miums by the insured; until such premium is paid 
the taxpayer would have no right to demand his com- 
mission. In the opinion of this writer, the right to 
the commission does not come into existence until 
payment of the premium by the insured, and there- 
fore any assignment until such right accrues is not 
effective to relieve the assignor of paying tax on such 
income. The Board of Tax Appeals in a whole line 
of decisions has held in cases similar to the above 
that the taxpayer must report such income. 

The Circuit Court of Appeals of the Third Circuit 
in the case of Nelson v. Ferguson® held, in a well- 
reasoned opinion, that a contract providing for a share 
in the profits derived from exploitation of a taxpayer’s 
invention could be assigned and the income received 
thereunder taxable to the assignee. The Court said 
in rendering the above decision that, 

“Tt (referring to the assignment in Lucas v. Earl) dealt with 
future earnings, extending in that case twenty years. There 
was no existing thing, tangible or intangible, to which at its 
execution the contract could presently attach. It was there- 


fore an executory contract based on future promises in respect 
of things not in existence. One-half of the husband’s earn- 


8 Nelson v. Ferguson, 56 Fed. (2d) 121. 


EARNED INCOME 


725 


ings never could be paid to the wife unless and until earnings 
had accrued to him on account of things he had done, services 
he had rendered.” 

This is a complete and accurate summary of the 
law on the question as exemplified by Poe v. Seaborn 
and all cases following it, and the writer would like 
to point out particularly the statement, “there is no 
existing thing, tangible or intangible, to which at its 
execution the contract could presently attach.” Until 
there is an existing right to which the assignment 
could attach at the time of its execution, the assign- 
ment can have no effect. 

In the case of personal earnings, until the services 
are rendered under the employment agreement, no 
right to compensation exists; thus any assignment 
prior to completion of the service is ineffective since 
there is no existing right to which it could attach. 
See Chicago Title and Trust Company, Exrs., Estate 
of Charles H. Aldrich, Deceased, v. Commissioner, 33 
BTA 65, and Emery v. Commissioner.® In the former 
case the Court held that an assignment of an interest 
in a claim, after judgment had been rendered and 
appealed by both sides, but before the case was set- 
tled out of Court, does not operate to discharge the 
assignor from liability for tax on income received 
thereunder; and the assignor’s estate was held taxable 
for income paid under the contingent fee contract to 
the assignee. The above decision was based on the 
ground that at the time of the assignment, the assignor 
had not completely rendered all services required of 
him; for under the terms of his employment contract, 
he was obligated to prosecute the suit to a final deter- 
mination and so long as an appeal was pending such 


services had not been completely rendered. 

In the case of earnings from an investment, such 
as common stock, until a distribution is declared by 
a corporation, there can be no existing thing to which, 
at the execution of an assignment of earnings as some- 
thing separate and distinct, the contract could attach. - 
See Miller Brainard v. Commission, 32 BTA 1036, and 


Matchette v. Helvering. In the.latter case the Court 
held that a dividend could be assigned, after it had 
been declared, by the stockholder to whom it was 
payable, and the assignee is liable for the tax on the 
dividend. It was the Court’s opinion that there was 
no difference between a chose in action representing 
earnings on stock, and a chose in action derived from 
personal services, a statement which is exact and in 
line with all the authorities. The Court also said, 
“We did not think that they (referring to Lucas v. Earl and 
Burnett v. Leininger) meant that if a taxpayer, keeping his 
accounts on a cash basis, were to endorse a sixty-day note 
given in payment for past services, he would be taxable upon 
it as his income, unless he sold it and then only for what he 
received. If he gave it away he would escape; the mere fact 
that it was the result of his earnings would be irrelevant.” 
While this statement by the Court is strictly dicta, 
the conclusion therein expressed is a correct state- 
ment of the law and is in line with all the decisions. 
In the case of interest on an investment, until the 
interest becomes due and payable, there can be no 
right to which, at its execution, an assignment could 
attach; but once the interest accrues, there is an 
existent right to which an assignment could attach. 
In the case of Rosenwald v. Commissioner? the Cir- 
(Continued on page 736) 


® Emery v. Commissioner, 62 Fed. (2d) 591. 
1% Rosenwald v. Commissioner, 33 Fed. (2d) 423. 
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Merry Christmas 


The world is in bad shape this year. It seems 
almost sinful to be merry in the face of the disaster 
that is continuing in Europe and China, and which may 
engulf us. At the very best, we can be thankful that 
the scourge of war has not yet touched us. Our right 
to be merry depends on how unselfish we are. Only 
if we share our joys with others have we a right to 
be gay. Buy Christmas Seals and fight Tuberculosis 
by all means. Charity begins at home; certainly 
contribute to your community chest and church. But 
join the Red Cross, and give to it especially. It only 
is capable, despite all war time restrictions, of bring- 
ing some comfort to the poor abroad. 


“Not only Christmas cheer, 
“But all the year.’ 


Speaking of Good Samaritans, read the discussion 
of the Morrell case at 391 CCH § 0658. 


No! No! A Thousand Times No! 


We thank the many readers who inquired about 
our health or laziness because of the Manx cat appear- 
ance of our November issue. Per caption, there was 
nothing the matter with us—that hasn’t always been 
the matter. In plain language, we sent our usual 
quota to press, but the pressure of the many lengthy 
articles (did you read ’em) cut our space to half. We 
hope we get space and a half this month. 

* * 


On page 677 of our December, 1934, issue appeared : 


“A proposal on which a start will be made is a general 
overhauling of the basic provisions of the revenue law, par- 
ticularly those relating to administration and practice, for a 
codification that would be left unchanged over a period of 
years. 

After five years we have the I. R. C. But it was 
hardly enacted before the Public Salary Tax Act and 
the Revenue Act of 1939 were passed to amend it. 
And as we go to press, Congress is preparing to tinker 
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with it some more. Bad as some of the present taxes are, 

we'd prefer to see them “left unchanged over a period of 

years” rather than to have this unending instability. 
* oe x 


With the calendar year almost over, it is fitting to 
call attention to J. T. 3277 (391 CCH q 0465). It dis- 
cusses the curious case of a woman on a calendar year 


basis who, during the year, wed a man on a fiscal 
year basis. 


Government Business 


The good old slogan; “More business in govern- 

ment, less government in business” received a boost 
in the case of Schweitzer (394 CCH § 9725). The Ninth 
Circuit on October 14 said: 
“The application of ordinary business principles to the tax 
business of the government would seem to require the Com- 
missioner to avail himself of the facilities of his business 
organization in the performance of his duty.” 

A section of the tax laws we had never even sus- 
pected is brought to light by T. D. 4952 (393 CCH 
6551). It seems there is a tax on hydraulic mining 
in California, the rate of which is fixed by the Secre- 
tary of War. It is based on an act of March 1, 1893. 
Yet it is only recently that the high courts have ruled 
against Congress delegating powers to administrative 
officers. We would like more information on this. 


Contingent Fees 


The Myers Estate case, BTA Memo. No. 90553 (393 
CCH { 7432-F) should be read in its entirety by all 
tax attorneys. (CCH Dec. No. 10832-F.) A 20% fee 
for reducing an estate tax was upheld as a reduction 
of the estate—a fixed and determinate liability. Com- 
pare 391 CCH 567.365. 

It seems to make a difference as to why you pay 
your lawyer. Levy had one fee allowed as a deduc- 
tion, and another disallowed. But they were both in- 
come to the lawyer. Docket No. 93222, memo. 
decision. (393 CCH { 7418-B.) 
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The following comes from the New York World- 
Telegram of October 16: 

“Increase of inheritance and estate taxes by state taxation 
authorities was predicted today by Dr. James W. Martin of 
|.exington, Ky., a director of the Kentucky Bureau of Busi- 
ness Research, speaking at the interstate conference on auto- 
mobile taxation at Hotel Astor. 

“In a discussion of current trends and probable future 
changes in federal taxation policies and expenditures, Dr. 
Martin declared that future changes would probably elimi- 
uate some of the existing conflicts in federal and state tax 
levies. 

“In all probability, he said, Congress will work out some 
measures to alleviate present problems of overlapping and 
duplicating taxes. State and local authorities, he predicted, 
also will increasingly dovetail their fiscal policies. 

“Tndividual and corporate taxpayers may both look forward 
to simplification of tax reports and records, he said, ‘and 
in this manner, even if not in the field of tax rate reduction, 
business enterprises may hope for relief.’ 

“Tax administrators also are making progress toward bet- 
ter property assessments and more accurate determination of 
income, he said.” 


Pulitzer Prize Winner 


If there were a Pulitzer prize for judicial writings, 
a memorandum of Judge M. E. Otis of the U. S. Dis- 
trict Court for Western Missouri would win it, hands 
down. It deals with the Pendergast case dated Au- 
gust 19. (394 CCH { 9716, 28 F. Supp. 601). The 
case itself is important; the Judge’s report of it gets 
the full flavor of the human interest. You must read 
it yourself to appreciate it; no excerpts we would cull 
would suffice. It beats almost any fiction. 


“Dusting Off the Old Ones” 


The following comes from the New York Journal- 
American of September 22: 
“Some day somebody will come along to whip Joe Louis 


but the only beating he’s going to take this year is from 
the income tax.” 


* + * 


We definitely disapprove of the Donaldson Realty 
decision made by the Eighth Circuit on September 16. 
If payment of a guaranty isn’t a business deduction, 
what is it? Neither do we agree that it was “volun- 
tarily” made. Good business, good faith, required it. 
Minneapolis residents probably find the facts particu- 
larly interesting. (394 CCH { 9701.) 


*e * 


We got a real kick when we discovered that the 
Army & Navy Register picked up our July cruise arti- 
cle and reprinted it in its August 26 issue. 


Objection Sustained 


I. N. Brozan, lawyer of New York City, says we 
left out something on page 524 of the September 
issue, and we admit it. In line four of the second col- 
umn, after “five years,’ should appear a parenthetic 
phrase as follows: “or such shorter period as was 
required to earn it.” In other words, if you earned 
a $3,000 fee in three years, you pay tax on it at the 
rate of $1,000 per year, not $600. 


Realty Taxes 


The New York County Supreme Court, on August 28, 
held that capitalization of income, by itself, is not a 
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proper method of valuation for assessment. (N. Y. 
CT § 24-054.) The same court for Kings County, on 
August 3, held that earning capacity must be consid- 
ered. (N.Y. CT § 24-056.) In short, all factors must 
be given due weight. 

* 


Not many of you readers can have clients who trans- 
fer obsolete ships to the Maritime Commission. 
Hence the special law which says that there is no 
gain on such transfers (page 12,312, 1939 CCH Index) 
is unimportant. However, as an example of special 
interest legislation, it is worth noting (391 CCH § 0655). 

* oO L& 


There are some pretty accounting statements in the 
Bristol case (CCH Dec. No. 10818-P). The cash bal- 
ance of April 1, 1933, intrigues us. Why is it alone 
followed by a question mark? Could not the C. P. A. 
who appeared for the plaintiff reconcile the bank 
account at that point? Or was the difference so small 
as to be negligible, but nevertheless his conservative 
soul rebelled at ignoring it? Or did the B. T. A. 
report writer put it in? Anyhow, the Commissioner 
lost (393 CCH § 7418-P). 

ee * 


When an unkind neighbor leaves his radio on full 
blast after eleven p. m. we consider it an instrument 
of torture. Seriously we never doubted that it was 
legally an article of household furniture. Yet one 
James had to go to the Supreme Judicial Court of 
Maine to get that self-evident fact “decided.” The 
Town of Holden wanted to tax it. (Maine CT § 2422.) 


Vacuum Cleaners 


Use one? Want to know something about how 
they are distributed? Read the Air-Way decision by 
the U. S. District Court, Northern Dist. of Ohio, 
August 17 (394 CCH § 9694). Also the “Legal 98” 
ruling by the General Counsel of South Carolina (CCH 
U. I. Service, S. C. | 8063). 


Life Insurance Loans 


It is bad enough to have to borrow on your life 
insurance. To borrow and pay interest and not have 
the interest allowed as a deduction, is just not fair. 
Yet that is what happened to Bonwit. Memo. deci- 
sion Docket No. 92548 (393 CCH § 7418-I). It’s 
such a futile thing for the Treasury to go after such 
small sums—when, if the taxpayer’s appeal is sus- 
tained, it can be so easily avoided. If the insurance 
company, instead of adding the interest to the loan, 
will issue its check for a new loan in the amount of 
the interest, then the policyholder can cash the check, 
and take the proceeds back to the company and get 
a cash basis tax deduction. More trouble for all con- 
cerned, but the letter of the law and the men who 
administer it are satisfied. 

* 


_ The following is taken from an article by M. A. 
Feldman, C. P. A. of Milwaukee, which appeared on 
page 328 of the November Journal of Accoutancy: 

_ “If it were possible to have a standard formula of appor- 
tionment adopted by the various income-taxing states, the 


application of such a formula to the consolidated net income, 
for the purpose of determining the net income taxable in 
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each state, would probably be preferable to any other means. 
Its primary advantage is that in no event would more than 
100% of the consolidated net income be subjected to tax, 
whereas under the present varying methods of apportion- 
ment used by various taxing states, and the separate account- 
ing basis used by others, it is possible, and as a matter of fact 
it frequently happens that more than 100% of the consolidated 
net income is taxed.” 

Jacob Mertens, a New York City attorney, wants us 
to call your attention to the Crane Johnson case (394 
CCH ¥ 9652, 105 Fed. (2d) 740). The Eighth Circuit 
upheld the right of a C. P. A. to practice before the 
m a. hr. 

The Merchants’ Association of New York City has 
a plan for federal tax revision. It was published in 
the Times of October 29. 


Tax Talkers Unlimited 


In contrast to our own, quasi-mythical Shoptalkers, 
we have just been informed of a group of real Tax- 
talkers. Fortnightly, excepting during June, July 
and August, they meet for dinner at a convenient 
restaurant, and there talk taxes to their hearts’ con- 
tent. Starting last spring with a half dozen, this 
group has recently had as many as 20; and has actu- 
ally gone so far as to have brief, informal papers pre- 
pared to strike the keynote for the evening. 

The group consists of lawyers and accountants in 
about equal numbers. We can think of no better way 
to promote good feeling between the two professions 
and a mutual understanding of the viewpoints and limi- 
tations of both. It would be even more valuable in 
a smaller city than New York. Paul D. Seghers is 
the leader of the group. 


Student’s Department 


There were only three tax questions on the New 
York C. P. A. examination given in October. The 
first one was hardly a tax question at all. It simply 
gave all the items in the reconciliation of surplus 
schedule on Form 1120 and asked the candidate to 
arrange them in such an order as to give the desired 
result. In other words, a column of debits and a 
column of credits, that would balance. Strictly an 
accounting question. But on the morning of October 
26, there were two simple questions. Number 14 was: 


“What are the provisions of the Revenue Act of 1938 con- 
cerning deduction for income tax purposes of charitable con- 
tributions by corporations?” 

The answer is found in Section 23q of the Act and 
Article 23(q)1 of the Regulations (391 CCH ] 339 
and 340). 

Number 11 was a trifle more complicated: 

“A New York State corporation takes out insurance on 
the life of its president, naming itself as beneficiary. Is the 
premium on the policy deductible for U. S. income tax or 
New York state franchise tax?” 

It is not deductible for either. As to the U. S. tax 
see the law and regulation Section 24a(4), (391 CCH 
* 341). As to the state, the following is quoted from 
N. Y. CT J 10-313.01: 

“Generally speaking, the deductions allowed by the state 
are the same as those of the Federal Government, with the 
exception of certain specific items, more fully discussed below.” 

Since none of the “specific items” include insurance, 
it follows the federal rule. 





December, 1939 


At a recent meal, discussion for an entire course 
centered on the general inaptitude of lawyers for 
taxes. The leading exponent of this theorem was a 
visiting attorney, who makes a good living by being 
tax guide to other lawyers. It was generally agreed 
that in the last few years, the members of the bar 
had shown increasing interest in taxation ;—out of 
necessity and self-defense, rather than a real liking. 
Thus the Practicing Law Institute (of New York) 
resumed sessions late in September with its two tax 
courses showing increased enrollments. 


Yet at the same time, we were able to tell a recent 
experience of our own to show that lawyers are still 
the best prospects for tax book salesmen. A friend 
of ours was telling us how he was setting up a new 
corporation for a client, using the corporate form as 
insurance against partnership risks, despite “some- 
what higher tax rate.” We gasped at that “some- 
what.” Great grief! He had described a personal 
holding corporation. But it had never occurred to 
him. Fortunately the charter had not yet been filed, 
so he had a chance to make a new set-up. Yet, but 
for the luck of having met us for lunch, he might 
have done his client irreparable injury. 





Taxation and the Common Man 
(Continued from page 712) 


The second fallacy in the taxation thinking of the 
common man is that when some individual or bit of 
property pays a tax, the benefit should accrue directly 
to the payer of the tax. Again it is unnecessary to 
point out to this group the fallacy of such reasoning. 
lf such a philosophy prevailed generally, all money 
collected from real estate should be used to the ben- 
efit of real property alone, for fire, and police protec- 
tion; but he who paid no property taxes would not 
be entitled to fire and police services. Who should 
pay for the courts and judges’ salaries; how should 
poll tax money be used; and, where could one find 
funds for the army and navy? Yet interested private 
groups have succeeded in some states in convincing 
the people that money paid in gasoline tolls should 
be used only for highway purposes. This theory is 
unsound, dangerous, and disruptive to any intelligent 
tax program. 

It is impossible to do more than outline some of 
the main points of the subject in the space allotted 
tome. It must be apparent now that, if the reasoning 
of this discussion is accepted, the big task of tax 
officials and all groups interested in taxation must be 
to spread correct information abroad on tax matters. 
The common man has some very definite impressions 
of the right and the wrong of taxation. Most of 
them are couched in terms of his own pocketbook. 
He needs to be taught the meaning of taxes. He 
must decide what type of government he wishes, and 
then make up his mind to pay for it from tax money 
regardless of the source. Furthermore, he needs to 
be told the truth about the financial condition of his 
country and the path which it is following. He needs 
to be reminded of it often until it becomes a part of 
his daily thinking. Not until then will he act. No 
greater task can be performed in the service of this 
country. 
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it ALABAMA CALIFORNIA 
it January 1—— January 1 
Automobile dealers’ reports due. Carriers’ permit renewal fees due. 
Chain store tax due. City motor carriers of property—permit re- 
Last day to make property tax return. newable. 
Trading stamp reports due. Gasoline tax due. 
January 10 Motor vehicle registration and fees due. 
Alcoholic beverage reports due from distrib- | January 15—— 
utors, wholesalers and retailers. Gasoline tax reports due. 
Automobile dealers’ reports due. Sales tax reports and payment due. 
January 15—— Use tax reports and payment due. 
1e Gasoline tax report due from carriers, trans- | January 20—— 
- porters and warehouses. Beer and wine reports and taxes due. 
1 Lubricating oils tax report due from carriers, Motor carriers’ gross receipts tax due. 
ly transporters and warehouses. Real property tax (semi-annual installment) 
: Motor carriers’ tax under 1931 Act (install- due, 
-O ment) due. 
Oo", Motor carriers’ tax under 1932 Act due. COLORADO 
Vy January 20—— January 1—— 
‘ Automobile dealers’ reports due. Chain store tax due. 
i- Coal and iron ore mining tax report and pay- | January 10—— 
C- ment due. Motor carriers’ reports and taxes due. 
i Gasoline tax report and payment due. January 15—— 
ot Lubricating oils tax report and payment due. Coal mine owners’ reports due. 
id Public utility inspection fee reports due. Coal tonnage tax reports and payment due. 
d Sales tax reports and payment due including Sales tax reports and payment due. 
‘ small taxpayers. Service tax reports and payment due. 
d Use tax reports and payment due. Use tax reporte and payment due. 
Fe — en ‘ 
asoline tax reports and payment due. 
eg 7 . ARIZONA January 31—— 
January ’ 
id Motor vehicle registration fees and taxes due. ee ee ey ree 
is ——— CONNECTICUT 
it asoline tax reports and payment due. 1 
Gross income reports and payment due. January 1—— 
Motor carriers’ reports and taxes due. Gasoline tax due. 
: January 20—— January 15—— 
ol Gross income tax delinquent. Gasoline tax reports due. 
>» Motor vehicle carriers’ reports and taxes de- | January 20—— 
os linquent. Alcoholic beverage tax reports and payment 
Is January 25—— due. 
LX Motor fuel carriers’ reports due. . 
- January 30 ieee DELAWARE 
a ree Sees tan anne sapere One. Property taxes delinquent in New Castle 
; county. 
ARKANSAS Railroad tax (installment) due. 
ol January 10—— January—First Tuesday—— 
kc Beer consumers’ sales tax reports and pay-| Franchise tax reports due. 
i ment due. January 15—— 
le Intoxicating liquor tax reports and payment Alcoholic beverage reports due from importers 
id due. and manufacturers. 
oe Natural resources severance tax reports and|__ Filling stations’ gasoline tax reports due. 
>¥ payment due. January 31—— 
to Natural resources—statement of purchases due.| Carriers’ gasoline reports due. 
is January 15—— Distributors’ gasoline tax reports and pay- 
im Light wine and beer wholesale distributors’ ment due. 
aS reports due. 
of Public utility gross earnings tax (first install- DISTRICT OF COLUMBIA 


ment) due. 
Sales tax reports and payment due. 
Wine manufacturers’ reports and taxes due. 
January 20—— 
Gasoline tax reports and payment due. 


January 10—— 
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Alcoholic beverage reports due from licensed 
manufacturers, retailers and wholesalers. 
Beer reports due from licensed manufacturers 















1940 JANUARY 1940 


SUN. MON. TUE. WED. THU. FRI. SAT. 


«» 123 45 6 
7 8 9 1011 12 13 
1415 1617 18 19 20 
21 22 23 24 25 26 27 
28 29 30 31 «» «» «» 























January 15—— 
Beer tax due. 

January 20—— 
Corporation reports due. 

January 31 
Gasoline tax reports and payment due. 





FLORIDA 
January 1—— 
Motor vehicle registration renewable. 
Sleeping and parlor car company reports and 
taxes due. 
January 10 
Alcoholic beverage reports and excise tax due 
from manufacturers and distributors. 
January 15—— 
Alcoholic beverage reports due from trans- 
porters and carriers. 
Chain store gross receipts tax reports and 
payment due. 
Gasoline and motor vehicle fuel tax reports 
and payment due. 
January 31 
Auto transportation companies’ mileage taxes 
and reports due. 








GEORGIA 

January 1—— 

Corporation license taxes and reports due. 
January 10—— 

Tobacco wholesale dealers’ reports due. 
January 15—— 

Malt beverage tax reports and payment due. 
January 20—— 

Gasoline tax reports and payment due. 


IDAHO 
January 1—— 
Chain store tax due. 
January 10—— 
Beer dealers’ reports due. 
January 15—— 
Electric power company reports and taxes due. 
Gasoline tax reports and payment due. 
Motor carriers’ gross receipts tax (quarterly 
installment) due. 


ILLINOIS 
January 1—— 
Motor vehicle registration and fees due. 
January 10—— 
Motor carriers’ mileage tax due. 
January 15— 
Last day to file alcoholic beverage reports. 
Public utility reports and taxes due. 
Sales tax reports and payment due. 
Warehousemen’s alcoholic beverage reports 
due. : 
January 20—— 
Gasoline tax reports and payment due. 
January 30—— 
Transporters’ gasoline tax reports due. 
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’ ece 
INDIANA | January 31—— January 5—— nuary 3¢ 
January 1 | Dealers’ and importers’ gasoline tax report Carriers’ gasoline tax reports due. "Oil prot 
Chain store tax due. and payment due. January 10 “ment 
Motor carriers’ additional license fees due. Last day for payment of property tax withou Telegra] 
January 10—— | LOUISIANA 4% collection charge. report 
Unstamped intangibles reports and taxes due. | January 1 January 15—— 
January 15—— ; - ; ; License taxes due. Sales tax reports and payment due. 
yg Page trust company intangibles tax re- Wholesalers’ tobacco reports due. Use tax reports and payment due. 
yorts due. > 10 
Bank share tax reports due January 1 January 20 
macepne Dees a ; : Importers’ gasoline tax reports and payment Distributors’ gasoline tax reports and _pay- 
Carriers’ gasoline tax reports due. due ment due = 
January 20 Importers’ kerosene tax reports and payment ; 
Bank and trust company intangibles tax due. due 
eoiacce cat Gea sneiineibeds inicio’ Importers’ light wine and beer reports due. MINNESOTA 
c c a»: « € : € | ~ e? tn , >, te = _ 
reports and payment due. | —e - reports and pay January —_—— 

January 25 | Semeur OS ‘ | nee _—_ —_. ‘ 
see satis oimmnling 3 avme . <geoee irst day to make foreign corporation reports 

Pomme tax reports and payment due. Coveier soins pond arnt oe. | and = Aon g po on report faa 
Gross income tax reports and payment due. Corries’ light ation onl wae meee due, | January 10— hnuary 
Information at source returns due. | Carriers’ lubricating oils reports due. | Wholesalers’, brewers’ and manufacturers’ al Alcohol! 
Withholding agents’ return of tax withheld | Intoxicating liquor manufacturers’ and deal- coholic beverage reports due. sale 

due. ers’ reports due. January 15—— Gasolir 
Wholesalers’ tobacco reports due. Interstate motor carriers’ mileage tax due. Imitati 
January 20 | January 20—— 
Bank share tax reports due. Chain store and mail order house tax returns 
City of New Orleans sales tax reports and and payment due. 

payment due 5 january 
Dealers’ gasoline tax reports and payment due. — a Motor 
Dealers’ kerosene tax reports and payment Gasoline tax payments due. Motor 
due. january 
Light wines and beer reports and tax due from | Carrie 
manufacturers and dealers. due. 
Lubricating oils tax due; dealers’ reports due. Last ¢ 
IOWA Petroleum solvents reports due. hauary 
; Sales tax reports and payment due. Deales 

January |—— January 399—— | due. 
Motor carriers’ additional tax due. : ear dl gas sales taxes and reports due | Fuel 1 
Motor vehicle registration fees due. Natural resources severance tax reports and hnuary 
Pipe line company inspection fees due. payment due Net p 

Se a ee ; eee _| Petroleum products reports and taxes due. 

irst day for assessment and report of bank | Public utility pipe line reports due 
share tax. | silat ie : : 

January 10 MISSISSIPPI January 
Carriers’ gasoline tax reports due. MAINE January 5—— Gasol: 
Cigarette tax reports due from wholesale and | January 1—— Factory reports due. January 
cue L a> nage » beer tax report ee oe oe January 1 — 

ana ie > Same ax report | January 10—— Admissions tax reports and payment due. alec 
and payment. Malt beverages reports due from manufac- 2 January 

January 15—— turers and wholesalers. January 15 ar ues Gasol 
Electric light and power, gas, waterworks and | January 15—— Gasoline tax reports and payment due. 

street railway company property tax re- Gasoline tax reports due. | Retailers’, wholesalers’ and distributors’ light 
ports due. wines and beer reports due. 

January 20 Sales tax reports and payment due. leanne 
Gasoline tax reports and payment due. Tobacco tax reports due from distributors and Bank 
Sales tax reports and payment due. manufacturers engaged in interstate com- Buss 
Use tax reports and payment due. inal 

January 25 . Use tax reports and payment due. me 
Capital stock tax reports due from domestic January 30—— me 

corporations, Annual sales tax reports and payment due. Januar 
| Chain store tax due. Alco! 
KANSAS du 

January 1—— | Januat 
Insurance company annual statement due. MISSOURI “— 

January 10 ; , | January 1—— u 
Malt beverage reports and taxes due. - ‘ MARYLAND Bank share tax becomes delinquent. — 

January 15—— _ " a ile aati Bank share tax reports due. Pasco 
Carriers’ gasoline tax reports and payment| “*@Missions tax payment due. Motor vehicle registration and fees due. snua: 

due. | January 31 | Private car tax returns due. Dist 
Compensating tax reports and payment due.| Beer tax reports and payment due. | Property taxes become delinquent. du 
January 20 Gasoline tax reports and payment due. Railroad and street car property tax becomes | Don 
Sales tax reports and payment due. Insurance company premiums tax reports due. | delinquent. 
> Om | 
— gone ia ‘ scants | January 15 
zasoline tax reports and paymen ue. MASSACHUSETTS Gasoline tax reports due. Janua 
| Semen 2 Last day to pay carriers’ registration fees. Incc 
KENTUCKY Insurance company premiums tax returns due. Retail sales tax reports and payment due. Oce 
January 1 ‘ January 25—— pi 
ea oe ’ January 10 ; Oil 
Pa aead aco weight tax due. Alcoholic beverage tax reports and payment Gasoline tax due. : 
Stored distilled spirits tax due. a sails ties Sv 
January 10 : i , : MONTANA ani 
Alcoholic beverage blenders’ and rectifiers’ | January ——— J are ih Mo 
taxes due. ; Cigarette distributors’ tax reports and pay- | “Chain a Janus 
Alcoholic beverage reports due. | ae Se. Movin  aeieee aanies uarterly licenses is- -_ 
Gasoline tax reports and payment due from | January 31—— i pin Pe jo ae q . si Use 
importers and refiners. Gasoline tax reports and payment due. ms ; ‘ n 
January 15— January 15—— Janu: 
Motor vehicle fuel (other than gasoline) re- | Brewers’ and liquor wholesalers’ tax reports Oil 
ports and payment due. | MICHIGAN and payment due. q 
Passenger carriers’ mileage tax due. | January 1—— | Electric company reports and taxes due. 
Public utilities’ gross receipts tax reports and| Gas and oil severance tax reports and payment | Gasoline tax reports and payment due. 
payment due. due. January 20 Janu 
January 20 | Insurance company premiums tax reports and | Producers, transporters, dealers and refiners Ne 


Oil production tax reports and payment due. | payment due. 


of petroleum reports due. 











December, 1939 


ynuary 30-—— 
Oil producers’ 
ment due. 
Telegraph and natural gas 
reports due. 


license tax reports and pay- 








rithout company taxes and 






















l 


Day- 






NEBRASKA 





eports 
POU'S Bianuary 1— 


Fire marshal tax due. 

january 15—— 

Alcoholic beverage manufacturers’ and whole- 
sale distributors’ reports due. 

Gasoline tax reports and payment due. 

Imitation butter reports and taxes due. 












due, 






‘eturns NEVADA 


january 1—— 

Motor carriers’ license fee due. 

Motor vehicle registration and fees due. 

jAnuary 15—— 

Carriers’ gasoline tax 
due, 

Last day to pay transient livestock tax. 

fnuary 25—— 

Dealers’ gasoline tax 
due. 

Fuel users’ tax reports and payment due. 

dAnuary 31 
Net proceeds of mines tax reports due. 










reports and payment 








reports and payment 

















NEW HAMPSHIRE 


January 1—— 

Gasoline tax due. 

January 10—— 

Manufacturers’, wholesalers’ and permittees’ 
alcoholic beverage reports and payment due. 

January 15—— 

Gasoline tax reports due. 









ie. 







s’ light 






NEW JERSEY 





January 10 
Bank shares tax reports due. 
Busses in municipalities gross 

ports and taxes due. 
Interstate busses’ excise tax reports 
ment due. 

January 15—— 

Alcoholic beverage tax reports and 
due except for retail distributors. 

January 20—— 

Aleoholic beverage tax reports and 
due from retail distributors. 

January 30—— 

Carriers’ gasoline tax reports due. 

January 31 
Distributors’ 

due. 
Domestic life insurance company reports due. 


ors and 
e com- 

















receipts re- 
and pay- 
due, 


payment 


payment 





gasoline reports and payment 





ywecomes 













NEW MEXICO 
January 15—— 
Income tax due. 
Occupational gross income tax 
payment due. 
Oil and gas conservation gross production re- 
ports due. 
Severance tax reports and payment due. 
January 20—— 
Motor carriers’ reports and taxes due. 
January 25—— 
Gasoline tax reports and payment due. 
Use or compensating tax reports and pay- 
ment due. 
January 30-—— 
Oil and gas production tax net value reports 
due. 


fees. 


due. 


reports and 







nses_ is- 








reports 











e. 
NEW YORK 

January 15—— 

New York City personal property tax returns 

and payment due. 


refiners 








January 20—— 


January 25—— 


Distributors’ gasoline tax reports and pay- 
ment due. 
| January 31—— 
Electric light, power, street railway, gas, 











STATE TAX CALENDAR 








Alcoholic beverage taxes and reports due. 
New York City retail sales tax returns and 
payment due. 


New York City conduit company taxes and 
reports due. 

New York City public utility excise tax returns 
and payment due. 

January 31—— 

Gasoline tax reports and payment due. 

Last day to pay motor vehicle registration 
fees. 


NORTH CAROLINA 


January 1—— 

Installment paper dealers’ reports and taxes 

due. 

Motor vehicle registration and fees due. 
January 10—— 

Carriers’ gasoline tax reports due. 
January 15—— 

Sales tax reports and payment due. 

Spirituous liquor tax due. 

Use tax reports and payment due. 
January 20—— 


water, sewage and telephone company re- 
ports and taxes due. 

Lightning rod dealers’ and manufacturers’ 
reports and tax payment due. 


NORTH DAKOTA 





January lL 
Motor vehicle registration fees and sales tax 
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January 15—— 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 


January 20—— 


Coal mine operators’ reports due. 
Diesel fuel oil tax reports and payment duc. 
Use tax reports and payment due. 


January 21—— 


Annual industrial reports due. 


January 30—— 
Cotton manufacturers’ reports and taxes due. 
Oil, gas and mineral gross production informa- 

tion reports due. 


OREGON 

January 1—— 

Motor vehicle registration and fees due. 
January 10—— 

Oil production tax reports and payment due. 
January 20—— 

Alcoholic beverage tax reports and payment 

due. 
Gasoline tax reports and payment due. 
Motor carriers’ reports and taxes due. 


PENNSYLVANIA 
January 10—— 
Malt beverage reports due. 
Spirituous and vinous liquor reports due from 
importers. 





on vehicles due. 
January 15—— 
Gasoline tax reports and payment due. 
Interstate motor carriers’ taxes due. 
Transactions’ tax reports and payment on alco- 
holic beverages due. 
January 20 
Annual report of mining and manufacturing 
corporations due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 





OHIO 

January 10—— 

Admissions tax reports and payment due. 

Class ‘‘A’’ and ‘‘B’’ permittees’ alcoholic bev- 

erage reports due. 

January 15—— 

Use tax on cigarettes and report due. 

Use tax reports and payment due. 
January 20—— 

Dealers’ gasoline tax reports due. 
January 30—— 

Carriers’ gasoline tax reports due. 
January 31—— 

Gasoline tax due. 

Report to Industrial Board due. 

Sales tax reports and payment due. 


OKLAHOMA 
January 1—— 
Motor vehicle registration and fees due. 





Oil. gas and mineral gross production reports 
and payment due. 
Property tax installment due. 
January 5—— 
Operators’ reports of mines other than coal 
due. 
January 10—— 
Airports’ gross receipts tax reports and pay- 
ment due. 
Alcoholic beverage tax reports and payment 
due. 





January 15—— 
Alcoholic beverage tax reports and payment 
due from manufacturers. 
January 25—— 
Philadelphia real property taxes due. 
January 31—— 
Gasoline tax reports and payment due. 
Reports of unclaimed money and dividends 
due. 


RHODE ISLAND 
January 10—— 
Manufacturers’ alcoholic beverage reports due. 
Tobacco products tax reports due. 
January 15—— 
Gasoline tax reports and payment due. 


SOUTH CAROLINA 
January 1—— 
Motor carriers’ tax installment due. 
January 10—— 
Admissions tax reports and payment due. 
Last day to make power tax return and pay 
tax. 
January 20—— 
Gasoline tax reports and payment due. 
January 30-—— 
Insurance company premiums tax report and 
semi-annual installment of tax due. 
January 31—— 
Foreign corporation reports due. 


SOUTH DAKOTA 


January 1—— 
Chain store tax due. 
Express company taxes due. 
Fire insurance company premiums tax due. 
Motor carriers of passengers taxes due. 
Private car line company taxes due. 
Property taxes due. 

January 15—— 
Alcoholic beverage sales reports due. 
Gasoline tax reports due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 
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January 20 
Domestic corporation reports due. 
January 30 
Mineral products severance tax reports and 
payment due. 



























TENNESSEE 





January 
Cottonseed oil mill reports due during month. 
January 10 
Barrel tax on beer due. 








Carriers’ gasoline tax reports due. 
Last day to make alcoholic beverage reports. 


January 15—— 
Collection and adjusting agencies’ license tax 
reports and payment due. 
January 20—— 
Distributors’ gasoline tax reports and payment 
due. 
January 31—— 
Last day to file insurance company premiums 
tax returns and make installment payments. 


TEXAS 
January 1—— 
Commercial and collection agencies’ 
ports and payment due. 
Ores, marble and cinnabar ore tax reports 
and payment due. 
Public utility tax reports and payment due. 
Sulphur production reports and payment due. 
Textbook publishers’ tax reports and payment 
due. 
January 15—— 
Oleomargarine dealers’ 
ment due. 
January 20—— 
Gasoline tax reports and payment due. 
January 25—— 
Admissions tax reports and payment due. 
Carbon black production tax reports and pay- 
ment due. 
Natural gas production tax reports and pay- 
ment due. 
Oil production tax reports and payment due. 
Theatre prizes and awards tax reports and 
payment due. 
January 31 
Bank share taxes due. 


tax re- 


tax reports and pay- 





UTAH 
January 10—— 
Carriers’ gasoline tax reports due. 
Liquor licensee reports due. 
January 15—— 
Distributors’ and dealers’ gasoline tax reports 
and payment due. 
Sales tax returns and payment due. 
Use tax returns and payment due. 


VERMONT 


January 10—— 
Alcoholic beverage tax reports and payment 
due. 
Property taxes payable in installments due. 
January 15—— 
Electric light and power company reports and 
taxes due. 
Fourth installment of corporation income tax 
due. 
January 31—— 
Annual list of corporation stockholders due. 
Gasoline tax reports and payment due. 


VIRGINIA 
January 1 
Business license taxes due. 








January 31 
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January 10—— 
Beer dealers’, bottlers’ and manufacturers’ re- 


ports due. 


Merchants’ license taxes and reports due. 
January 20—— 
Gasoline tax reports and payment due. 


WASHINGTON 


January 10—— 


Brewers and manufacturers of malt liquors 
—reports due. 


January 15—— 


Admissions tax reports and payment due. 

Butter substitutes reports and tax payment 
due. 

Cigarette reports due from wholesalers. 

Gasoline and petroleum products tax reports 
and payment due. 

Public utility gross operating tax reports and 
payment due. 

Sales tax reports and payment due. 

Use tax reports and payment due. 


WEST VIRGINIA 


January 10—— 
Alcoholic beverage tax reports and payment 


due. 


January 15—— 


Sales tax reports and payment due. 


January 20—— 


Additional fee of public utilities due. 


January 30—— 
Annual occupational gross income tax reports 


due. 
Annual sales tax reports and payment due. 
Gasoline tax reports and payment due. 


WISCONSIN 


January 1—— 


Beer tax reports due. 


January 10—— 
Intoxicating liquors and wine tax reports due. 
Oleomargarine tax reports and payment due. 


Tobacco products tax returns due. 


January 20—— 
Gasoline and diesel fuel tax reports and pay- 


ment due. 


January 31—— 


General property tax due. 


Privilege dividend tax reports and payment 


due. 


WYOMING 


January 1—— 


Motor vehicle registration and fees due. 


January 10—— 


Carriers’ gasoline tax reports due. 


January 15—— 


Gasoline tax reports and payment due. 
Sales tax reports and payment due. 
Use tax reports and payment due. 


January 20—— 


Motor carriers’ taxes and reports due. 





Coal miners’ reports due. 


FEDERAL 


January 15— 
Corporation income tax and excess profits tax 
return due for fiscal year ended October 31. 


Form 1120. 





Entire income-excess profits tax or first quar- 
terly installment due on returns for fiscal 
year ended October 31. Forms 1040, 1041, 
1120, 1120H, 1120L. 

Entire income tax or first and second quar- 
terly installments due under general exten- 
tion (citizens abroad, etc.) for fiscal year 
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January 15—continued 


ended July 31, with interest at 6% fro 
October 15 on first installment. Form 194 
or 1120. 


Entire income tax or first quarterly install 


ment due on returns of nonresidents {og 
fiscal year ended July 31. Forms 104) 
1120NB. 


Fiduciary income tax return due for fiscaf 


year ended October 31. Form 1041. 


Foreign partnership return of income due by 


general extension for fiscal year ended Jul 
31. Form 1065. 


Individual income tax return due by generaf 


extension for fiscal year ended July 31, j 
case of American citizens abroad. Form 1040, 


Individual income tax return due for fiscal 


year ended October 31. Form 1040. 


Last quarterly income tax payment due 0 


returns of nonresidents for fiscal year ended 
October 31, 1938. Forms 1040B, 1040NB, 
1040NB-a, 1120NB. 


Life insurance company income tax return 
due for fiscal year ended October 31. Form 
1120L. 


Monthly information return of stockholders 
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Processing tax on oils due for December. 
Form 932. 


Sugar (manufactured) tax due for December. 


Form 1 (Sugar). 











and directors of foreign personal holding TI 
companies due for December. Form 957, 
Nonresident alien individual income tax re. 
turn due for fiscal year ended July 31, 
Form 1040B. ” Calif 
Nonresident alien individual income tax re- 
turn due (no U. S. business or office) for 
fiscal year ended July 31. Form 1040NB. § The. 
wbdivi 
rertifice 
ns [pr 
ound 
physicé 
which | 
of levy 
proper 
To s 
proach 
Nonresident foreign corporation income tax §and r 
return due for fiscal year ended July 31. §yriter: 
Form 1120NB. courts 
Partnership return of income due for fiscal type ¢ 
year ended October 31. Form 1065. ence t 
Personal holding company returns due for dary | 
fiscal year ended October 31. Form 1120H. Goccets 
Resident foreign corporations and domestic § cation 
corporations with business and books abroad onan 
or principal income from U. S. possessions shlec 
—returns due for fiscal year ended July 3195 ~ 
by general extension. Form 1120. fom¢ 
Second quarterly income-excess profits tax The 
payment due for fiseal year ended July 31. —Cer 
Forms 1040, 1041, 1120, 1120H, 1120L. have 
Second quarterly income tax payment due on ftions] 
returns of nonresidents for year ended April ftain 
30, 1939. Forms 1040B, 1120NB. canne 
Stockbrokers’ monthly return of stamp a¢ § whic! 
count due for December. Form 838. devic 
Third quarterly income-excess profits tax pay- As 
ment due for year ended April 30, 1939. has « 
Forms 1040, 1041, 1120, 1120H, 1120L. use 
January 20—— vide 
Monthly information return of ownership Cel- J the 
tificates and income tax to be paid at source J»... 
on bonds due for December. Form 1012. TI 
January 31—— not + 
Admissions, dues and safety deposit box rent- J in r, 
als tax due for December. Form 729. inta 
Excise tax on electrical energy, telegraph and phy 
telephone facilities and transportation of oil ally 
by pipe line due for December. Form 72/7. eves 
Excise tax on lubricating oils, fancy wooden and 
matches, and gasoline due for December. whi 
Form 726. i 
Excise taxes on sales due for December. Form } . 


isdi 
tas 
the 
sig’ 








939 


6% fro 
orm 104 


y install 
lents {fo 
Ms 1049 
for fiscal 
© due by 
ded Jul 


y general 
ly 31, in 
rm 1040, 
for fiscal 
0. 


, due on 
ar ended 
1040NB, 


xX return 
1. Form 


‘kholders 
holding 

i S57. 
tax re. 
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IN CURRENT LEGAL PERIODICALS 


THE TAXATION OF TRUST 
INTANGIBLES 


George D. Cherry 


1 California Law Review, September, 1939, 
Pp. 674-704 


The writer’s thesis is that the political 
ubdivision in which the stock and bond 
vrtificates evidencing the intangible trust 
vs [property], or any portion thereof, are 
found to have a definite and established 
thysical location is that taxing sovereignty 
which is exclusively entitled to the privilege 
of levying thereon an ad valorem personal 
property tax. 

To substantiate this proposition, the ap- 
proach is by examination of certain trust 
ad related concepts enunciated by text 
witers, commentators on law, and the 
courts, e.g.: (1) the trust relationship as a 
type of status; (2) the propriety of refer- 
ence to the rights of the trustee and benefi- 
tary as rights im rem [inherent in the trust 
assets]; (3) the trust situs; and (4) appli- 
cation of the fiction mobilia sequuntur per- 
imam [the identity or association of intan- 
sibles with the person of their owner at his 
lomicile gives jurisdiction to tax]. 

The Trust Relationship as a Type of Status. 
—Certain text writers and commentators 
lave made the statement that a trust rela- 
tionship is a type of status which has cer- 
tain qualities and characteristics which 
cannot be avoided by the parties and to 
which those desiring the use of the trust 
device must submit. 

As a part of a common heritage there 
has come to the settlor the privilege of the 
use of this abstract trust concept to pro- 
vide a status which definitely differentiates 
the property in trust from other similar 
property held outside that relationship. 

The great majority of ordinary trusts do 
not present questions of the conflict of laws 
in respect to the ad valorem taxation of trust 
itangibles, since both trustee and the 
physical evidences of the trust res are usu- 
ally located at the trustee’s domicile. How- 
ever, there are frequently presented facts 
and circumstances involving ordinary trusts 
which make necessary the consideration of 
the conflicting laws of different taxing jur- 
Sdictions. In such cases, the trust status 
or relationship as an inseparable feature of 
the trust res is entitled to a controlling 
‘ignificance. 


Rights of Trustee and Beneficiary as Rights 
in Rem.—In consideration of the trust en- 
tity, an inordinate importance is often 
placed upon the relationship between the 
trustee and the beneficiary; whereas, a fac- 
tor of at least equal, or even greater, im- 
portance is the relationship of trustee and 
res. If we accord to it the importance to 
which it is entitled, the rights of both the 
trustee and the beneficiary might even be 
looked upon as rights which emanate from 
the endowment of the res with the status 
of the trust rather than the endowment 
of the trustee and beneficiary with rights 
in the res. 


The true distinctions are: that the exis- 
tence of the res is a necessity of the existence 
of the trust; that a characteristic of the 
concept of the trust is an action exerted 
upon an existing res; that this action bestows 
rights upon both trustee and beneficiary, 
which rights pertain to the res but should 
not properly be described as in rem; that 
these rights are so closely associated with 
the res as to become part and parcel thereof, 
and to the extent that they can never prop- 
erly be dissociated therefrom except in the 
manner indicated by the settlor; that where 
the physical evidence of the trust res or any 
part thereof is geographically situated, be 
it tangible or intangible, in that place is 
likewise situated the trust status or rela- 
tionship. 


Trust Situs —Were there no states in the 
Union or other different taxing sovereign- 
ties and if a trust were confined to the 
geographic limits of the nation, there would 
be no occasion to consider the trust con- 
cept as a status. In fact, as above indi- 
cated, there is no occasion to consider it 
at all if the trustee and the res are together 
at the seat of the trust. It does become 
material, however, where the items which 
make up this aggregate res are in either 
states or political subdivisions where a 
physical presence may subject them to the 
taxing prerogative of such sovereignties. 

When the trustee, in the course of his 
administration, deposits a security evidenc- 
ing a trust intangible in a state other than 
that of the seat of the trust, at such place 
there is likewise present all of those rights 
of both trustee and beneficiary which con- 
cern the trust relationship, and in that loca- 
tion is the situs of the trust. Whether or 
not it constitutes the only situs of that 
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trust would obviously depend on whether 
there were other trust assets and their re- 
spective locations. 


The Doctrine of Mobilia Sequuntur Per- 
sonam.—One who inquires is fairly over- 
whelmed with the number of court opinions 
which are content to quote mobilia sequun- 
tur personam and stare decisis [adherence 
to previous decisions] in the same breath. 
The concept of mobilia sequuntur personam 
is unique in law and its very features pre- 
sent an anomalous situation for the appli- 
cation of a fiction whose tenor is that the 
intangible trust res follows the trustee. If 
anything, the interests of the trustee are 
so identified with the res that they may be 
said to follow it! I1t is here affirmatively 
asserted that the mobilia fiction is improper 
to intangibles which have been brought 
within the trust status. 


Relevant Court Decisions—What appears 
to be the only Supreme Court decision di- 
rectly bearing upon the ad valorem taxation 
of trust intangibles was that of 1929 in Safe 
Deposit & Trust Co. v. Virginia (1929), 280 
U. S. 83, 93, which is considered to have 
quite definitely weakened the fiction of the 
maxim mobilia sequuntur personam. This 
maxim was referred to in the opinion as 
“intended for convenience, and not to be 
controlling where jurisdiction does not de- 
mand it”. The case involved an attempted 
exercise of jurisdiction to tax by an im- 
proper sovereignty. 


In the recent Pennsylvania case of Dor- 
rance’s Will (Jan. 3, 1939), 3 Atl. (2d) 682, 
the underlying, though unexpressed theory 
is that the indispensable characteristic of 
the seat of the trust is the physical pres- 
ence of the trust intangibles and the evi- 
dences of the trust intangibles clothed with 
the trust status; that other incidents of 
administration may, but not necessarily 
must, be found there; that the use of the 
term “trust domicile” is expressive of a 
willingness to depart from the necessity 
of forever looking to the domiciles of trus- 
tees to determine a jurisdiction to tax the 
trust intangible; and, finally, contrary to the 
anticipated inference that “trust domicile” 
is a synonym for “seat of the trust”, it 
should more properly be looked upon as 
synonymous with “trust situs”, and as such 
determinative of jurisdiction to tax. 
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WISCONSIN | NDER the above heading, report | A. LB. No. 872 relates to the power of es 

The Wisconsin Legislature convened Janu- | é is made of the introduction of, and assessment, filing returns, and to penalties vh 
ary 11, 1939, and adjourned sine die October action taken on, state tax legislation of under the income tax law. Became Chaptet sit 
6, 1939. The following bills have become a Ag gp 5 ee ee The 382. "7 
aw: | section is confined to Ss pending in : ’ R i ee 
— | state legislatures, and the final report ee ee B. te ai Bi sh 

Approvals | covers enactment, when the bill is to eraenagrene oO cee under the inherit: le} 
; , fe ’ listed under the caption “approvals.” | @ce tax act. Became Chapter 45. of 

Business Licenses.—S. B. No. 331 pro-| This feature is made possible through S. B. No. 363 relates to inheritance taxes, re 
— a the licensing of dealers in poultry the facilities of the Commerce Clearing 3ecame Chapter 311. 
ca P a Bt =. ee Chapter 415.) House Legislative Reporting Depart- Motor Vehicle Regulation.—S. B. No. 263 be 
native wiht sinus Par eal life. ol ment, which furnishes a twenty-four relates to license fees for busses. Became 
Chapter 266 . . ‘ i “*S\ hour reporting service on all subjects Chapter 488. — 

ms ——_ ; ; for all states. A copy of the text of S. B. No. 532 relates to the registration 

_5. B. No, 415 relates to licenses and fees any bill reported may be obtained for fee of trailers used for transporting fart 
of cemetery memorial dealers and _ sales- a service charge of one dollar. | ditching machines. Became Chapter 459. 
men. Became Chapter 445. | A. B. No. 444 relates to the licensing of 

S. B. No. 434 relates to evasion or avoid- farm trucks. Became Chapter 478. 
ance of the tax on oleomargarine, butterene| SB, No. 511 amends Section 71.05(1)(d)| A. B. No. 511 relates to part-year motor 
and similar substances. Became Chapter | of the Statutes, relating to income tax ex-| vehicle registration fees. Became Chapter 
432. emptions. Became Chapter 446. 399. 

A. B. No. 441 relates to the licensing of |} A. B. No. 689 provides for the reorgani-| A. B. No. 575 relates to dealers, distribu- 
solicitors of insurance other than solicitors | zation of the Tax Commission. Became] tors and manufacturers of automobiles. Be- 
of life insurance. 3ecame Chapter 468.| Chapter 411. came Chapter 409. 

A. B. No. 842 relates A. B. No. 655 relates . 
to the licensing of deal- to the registration ot d 
ers in dairy products, , ’ ‘ motor vehicles. Became 
butter cheese, ice cream, Calendar of 1939 Legislative Sessions Chapter 375. . 
powdered milk factories Date of Date of A. B. No. 845 relates 4 
and canneries. Became ae Date of Adjourn- ieee Date of Adjourn- to the issuance of li- : 
Chapter 471. a Png ment . — Page Bg censes and permits for } 

> No 032 relates ama a ee vada . an. ar. eet: came 
oe moc soe Alabama (ist Sp.) Mar. 16 Mar. 31 New Hampshire Jan. 4 June 16 Chere 400. meee : 
: S “Sera Arizona ..... Jan. 9 Mar. 13 New Jersey ... Jan. 10 . ‘ : 
and truckers. Became Arkansas Jan. 9 Mar. 9 New Mexico ....... Jan. 10 Mar. 10 A. B. No. 922 relates 
Chapter 370. Arkansas (1st Sp.).. July 14 Aug. 3 New York .... Jam. 4 May 20 to the requirements for | 

Gasoline Tax.— A. B. California .... Jan, 2 June 20 New York (ist Sp.) June 23 July 10 motor vehicles used on 
No. 805 relates to the Colorado . Jan. 4 Apr. 24 North Carolina . Jan. 4 Apr. 4 relief projects. Became 
eulloctinns af sentor taal Colorado (ist Sp.).. Apr. 28 May 12 North Dakota ..... Jan. 3 Mar. 3 Chapter 316. 
taxes. Became Chapter ee =---ss oe Se —_— * =»: Motor Carriers.—A. B 

re Delaware Jan. 3 Aug. 29 Oklahoma ......... Jan. 3 Apr. 29 ne ‘le. 

379. Florida . ... See 4 Jeane 2 Oregon Jan. 9 Mar. 15 No. 706 relates to mule 

Income Tax.—S. B. Georgia ... .... Jan, 19 Mar. 18 Pennsylvania . Jan. 3 May 29 age taxes on motor peal 
No. 207 relates to sal- Idaho ... Jan. 2 Mar. 2 Rhode Island Jan. 3 May 9 hicles. Became Chapter 
aries subject to income Illinois .. Jan. 4 June 30 RhodelIsland(istSp.) July 14 July 14 427. 
sauntion Indiana ............ Jam. 5 Mar. 6 South Carolina Jan. 10 July 1 A. B. No. 855 relates 

. a : Iowa ... .... Jan. 9 Apr. 26 South Dakota .. Jan. 3 Mar. 3 to motor vehicle car- 
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Practical GUIDES 
for Your Tax Work 


Federal Tax Practice 


Practice before the Treasury, Board of Tax 
Appeals, and Federal Courts 


By ROBERT H. MONTGOMERY 


Certified Public Accountant; Counsellor-at-Law 


Prepared with the assistance of J. Marvin 
Haynes, C. J. McGuire, W. C. Magathan, 
Members of the District of Columbia Bar, 
and James O. Wynn, member of the New 
York and District of Columbia Bars. 


| pee the time it was issued, Montgomery’s FEDERAL TAX 
PRACTICE has been the guide to official procedure for corpora- 
tion officers, accountants, lawyers, and other taxpayers who have 
or handle unsettled cases. 

It explains, in this revised, enlarged edition, both the legal and 
uccounting requirements to be observed. It incorporates the many 
changes made by successive tax laws, and the many important deci- 
sions by the Treasury, Board of Tax Appeals, and Federal Courts 
relating to practice and procedure. 

It offers counsel that helps to determine whether particular cases 
should be carried before such bodies—and when to act. Explains 
legal and accounting requirements to be observed, including those 
of evidence that are vital in seeing from the start that accounts and 
records involved are properly prepared and presented. 

It includes a full presentation of the Federal Rules of Civil Pro- 
cedure—a feature highly important to all concerned with 10 
collecting evidence for use in trial of tax cases. * 


Federal Income 
Tax Accounting 


A Practical Course for Basic Instruction 


By STEWART Y. McMULLEN, M.B.A., C.P.A. 


Instructor in Federal Income Taxes and 
Accounting, Northwestern University 


The exact material used in the special course in income tax 
accounting given at Northwestern University for advanced stu- 
dents, accountants in tax practice, and financial officers respon- 
sible for tax work. 

Step by step, clearly and thoroughly, the course goes over the 
successive aspects of tax accounting. Rules and cases give you the 
accounting procedure. Explanation is built right around the returns. 
Each form is discussed item by item, together with specific technique 
of preparing work sheets. Changes made by the 1938 Act and the 
new 1939 Act are so put in that you see what steps to take 


now and in months to come. lLoose-leaf binder makes 8D 
course convenient to use. 


Taxable Income 
By ROSWELL MAGILL 


Professor of Law, Columbia University 
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__Montgomery’s famous 


Tax Handbooks 


Federal Income Tax 
Handbook. 1938-39 


corporate and individual income 
taxes; capital stock tax; excess 
profits tax; taxes on undistrib- S10 
uted profits; stamp taxes on issue 
and transfer of stocks and bonds. 


Federal Taxes 
on Estates. Trusts 
and Gifts. 1938-39 


estate taxes; gift taxes; income 

as it affects estates and trusts; r | 4 rT) 
minimizing taxes in planning $ . 
disposition of estates. 


On the law under which returns for this year’s 
earnings must be prepared, these famous hooks 
offer some of the very best help you can get. They 
cover the preparation of returns; the deciding of 
financial and accounting policies during the year; 
the handling of individual transactions to keep 
taxes incurred to a minimum. They give you ac- 
counting and legal viewpoints combined at every 
step; expert comments and counsel regarding 
application of the tax law; trustworthy interpreta- 
tion of doubtful provisions; specific recommenda- 
tions of procedure. 

You have at your fingertips the results of or- 
ganized research and experience accumulated over 
years of effort by a leading authority and a staff 
of legal and accounting specialists. 


SPECIAL COMBINATION PRICE 
815 for both books 


THE RONALD PRESS COMPANY 
Dept. M359—15 East 26th St., New York, N. Y. 


J] 


Send me a copy of each of the books checked: 
() Federal Tax Practice, Montgomery... .$10.00 
|} Federal Income Tax Accounting, 

McMullen 
‘| Taxable Income, Magill 


BSeeesees USE THIS ORDER FORM ‘StS tSee 


15 East 26th Street 


This book draws the pattern of what the Supreme Court and other 
courts—federal and state—have held in cases involving taxable 
income; traces in detail the development of legislative and judicial 
ideas regarding the nature of different types of income. It examines 
and analyzes the available court decisions on the subject and indi- 
cates the reasoning whereby the courts have differentiated items 
held to be income from items held to be not taxable. For 


comparison, it presents British and German decisions on » 
income tax questions. 


The Ronald Press Company 


New York, N. Y. 


WAVNVAVsesea esses sassaaagsaeassaaan jz 


= 


_) Federal Income Tax Handbook, 
Montgomery 
(}) Federal Taxes on Estates, Etc., 
Montgomery 7.50 
{] Both above Handbooks in Combination 15.00 
Within 5 days after the books reach me, I 
will remit the price stated, plus a few cents for 
delivery. Or, if they are not satisfactory, I will 
return them to you within that period. 
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Assignment of Earned Income 


(Continued from page 725) 

cuit Court of Appeals of the Third Circuit held that 
a gift of interest coupons before the interest became 
due and payable effectively divested the donor of any 
liability for the tax on the interest paid to the donees. 
This case does not represent an exception to the rule 
but is to be distinguished on the ground that the 
bonds contained interest coupons which were negoti- 
able instruments and detachable from the bond. Only 
the holders of these coupons were entitled to receive 
payment of the interest; it was something which ex- 
isted independent of the bond itself and a transfer 
of this negotiable instrument gave the holder thereof 
the right to claim the interest. For, in the same case 
the Court held that an assignment of interest or divi- 
dends not represented by a separate instrument, with- 
out a gift of the corpus in advance of its accrual or 
receipt, was taxable to the assignor. 

The law thus seems to be that if a right to compen- 
sation exists to which an assignment can attach im- 
mediately, such right can be assigned prior to actual 
payment and the assignee would be required to report 
as income in the year paid the amount so received 
under the assignment, even though it represented the 
personal earnings of the assignor. It follows that if 
the assignor is on a cash receipts and disbursements 
basis, he need not report as income the amount so 
earned at the time it accrues; and need not report it 
as income received by him at the time of actual pay- 
ment because he is not the owner or holder of the 
chose in action at the time it is paid. Under such cir- 
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cumstances he escapes completely taxation on income 
earned by him. 

If that is the law and the Courts, by their decisions, 
would seem to have said that it was, the fact that 
the taxpayer escapes taxation on income earned by 
him does not thus clothe the Supreme Court with the 
power to close the gap in the law by judicial inter- 
pretation. The function of the Court has repeatedly 
been said to be one of interpretation, not of legisla- 
tion, and if the law fails to cover such situations, the 
remedy is revision of the Revenue Act by legislative 
enactment not by judicial interpretation. The remedy 
for an Act which by its literal construction seems to 
result in an unjust result, or in a thwarting of the 
legislative intent, is to change the law by legislative 
act. See Monroe Cider Vinegar & Fruit Company v. 
Riordan." 


Assumption of Debts 
in Corporate Reorganizations 


(Continued from page 698) 
quent Acts up to and including the 1938 Act.*° The 
two exceptions are: 

1. Under the retroactive provisions, the taxpayer 
is not required to sustain the burden of proof that the 
assumption of liabilities, or the acquisition of property 
subject to such liabilities, was for a bona fide business 
purpose, and not for tax-avoidance purposes.** 

2. The retroactive amendments do not apply to 
closed cases.*? By closed cases is meant those involv- 
ing a closing agreement or a final decision of the 
Board of Tax Appeals or a court which became effec- 
tive before September 27, 1939. With respect to 
closed cases, if the gain was recognized by reason of 
the assumption of liabilities, the tax effect will be to 
increase the basis of the securities received by the 
transferor to the extent of such gain. 

It is now obvious that the opinions of the Circuit 
Court and the District Court in the Hendler case 
reflected more accurately the legislative intendment 
and purposes, with respect to the treatment of assumed 
liabilities in reorganizations, than did the overriding 
opinion of the Supreme Court. The amendments 
made by Congress in the Revenue Act of 1939 are 
definitely constructive and timely measures which 
should go a long way in removing a serious deterrent 
to legitimate business reorganizations and in intro- 
ducing certainty and predictability of tax consequences 
into an area of the tax law heretofore beclouded by a 
confusion of conflicting rulings. 


James W. Martin Addresses Nebraska Gathering 


At the first fall conference of the University of 
Omaha Institute of Government, a series of five ad- 
dresses on state and local finance was presented by 
James W. Martin, Director of the University of Ken- 
tucky Bureau of Business Research. In order that 
these papers might be followed by informal discussion, 
the general plan of the institute was modified to pro- 
vide opportunity for this. 





11 Monroe Cider Vinegar & Fruit Company v. Riordan, 280 Fed. 624. 
*® Ibid, Section 213(f), (g), (h), (i). 

"Ibid, Section 213(f)(1). 

% Ibid, Section 213(f)(1) and (h)(1). 
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Inventories under the 1939 Act 


The 1938 Act inaugurated a new method of inven- 
tory generally known as the “last in, first out” rule. 
The privilege to use this method was, however, re- 
stricted to certain metal processors and tanners. The 
1939 Act extends the privilege of this method of in- 
ventory to all taxpayers. (Sec. 219.) 

‘he method is to inventory all goods at cost. The 
goods on hand at the close of the taxable year are 
treated as being: First, those included in the opening 
inventory of the taxable year (in the order of acqui- 
sition) to the extent thereof, and, second, those ac- 
quired in the taxable year. Those included in the 
opening inventory of the first taxable year in which 
the method is used for tax purposes must be consid- 
ered to have been all acquired at the same time; and 
their cost is to be determined by the average cost 
method. When this method is adopted for the first 
taxable year, the closing inventory of the preceding 
taxable year must be adjusted to cost if any other 
method was used. 

The taxpayer may use the special method for all 
his goods, or only a certain class of goods if he has 
different kinds. But he may include only the goods 
which had been specified in his application filed with 
the Commissioner. 

The method may be used only if the taxpayer uses 
the “last in, first out” rule consistently for all busi- 
ness purposes—credit, reports to shareholders, part- 
ners, beneficiaries. But he is not deprived of its 
use by reason of the fact that in using the “last in, 
first out” rule for such other purposes, he used market 
instead of cost. 

The privilege is applicable to taxable years beginning 
after December 31, 1938. Therefore, taxpayers on the 
calendar year basis may use it in their 1939 returns. 

The law does not go into details. It provides that 
application to use the method shall be made at such 
time and in such manner as the Commissioner may 
prescribe, and change to and use of the method are 
also to be under regulations issued by that official and 
approved by the Secretary of the Treasury. To date 
there are no regulations saying when the application 
should be filed or otherwise interpreting this provision. 


The general principle underlying the provision is 
that where inventories are large and prices are subject 
to fluctuation the inventory treatment will more 
nearly correlate costs and selling prices. 


Rising Market 


The principle may be exemplified as follows. For 
simplicity, inventory items are designated as units. 
Number Cosi per Total 

of units unit cost 
Inventory of Jan. 1, 1939’ .» F000 $15 7 $105,000 
1939 purchases in order of purchase. . 3,000 18 54,000 


2,000 17 34,000 
1,500 40 60,000 


13,500 $253,000 


From these figures it is apparent that the total 
number of units available for sale in 1939 was 13,500 
and their cost was $253,000. Also, that total pur- 
chases were $148,000. 

Assume that 10,000 units were sold during 1939, 
ieaving a closing inventory of 3,500 units. The problem 
is to determine the closing inventory figure attributable 
to the 3,500 units. The following examples compare the 
results under the old and new methods, it being assumed 
that cost was used in the old method. 

Old method.—Under the old method the 3,500 units 
remaining at the end of the year are considered as 
being those most recently purchased, if they can not 
be identified. Hence the closing inventory would con- 
sist of: (1) The last 1,500 units purchased at $40 
($60,000), plus (2) 2,000 units purchased at $17 
($34,000), making a total closing inventory of $94,000. 
The cost of goods sold would then be: 


.... $105,000 
148,000 


Opening inventory 

Purchases 

253,000 
94,000 


Cost of goods available for sale ... 
Closing inventory (as computed above). 


$159,000 


Cost of goods sold 


average cost as required upon adoption of new method. 
2 This figure must be computed at average cost even though the 


1938 closing inventory was valued at cost or market, whichever 
is lower. 
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New method.—Under the new method, the 3,500 
units, instead of being treaied as those most recently 
acquired are considered as being from the earliest 
purchases in order of acquisition. Since there were 
7,000 units at an average cost of $15 per unit in the 
opening inventory, the 3,500 units are charged against 
this group and, at $15 per unit, the closing inventory 
would be $52,500. The cost of goods sold would 
then be: 


es ccs Rui eRe were $105,000 
ORE ne tat eee ee 148,000 
Cost of goods available for sale 253,000 
Closing inventory ..................... 52,500 
Cost of goods sold $200,500 


Accordingly, it will be noted that under the new 
method the cost of goods sold is $41,500 more than 
under the old, which obviously will reduce the gross 
trading profit by that amount. 

Since the sharp rise in cost between the second 
and third purchases must have been reflected in a 
sharp increase in selling prices, the new method has 
the effect of allowing the high-cost purchases to be 
applied against the high resulting selling prices. 


Falling Market 
In 1940, assume that purchases were as follows: 





an Cost per Total 
Units unit cost 

2,000 12 $24,000 

2,800 10 28,000 

4,000 8 32,000 

8,800 $84,000 
Adding to the 8,800 purchased units, the 3,500 on 
hand at the end of 1939, there is a total of 12,300 units 


which were available for sale. Assuming that 8,200 
are sold in 1940, there remain 4,100 units, the inven- 
tory value of which must be fixed under both methods 
to show a comparison in their application. 


Old method.—Under the old method the 4,100 units 
are considered as from the most recent purchases: 


4,000 units at $ 8 = $32,000 
100 units at 10=— _ 1,000 


$33,000 





4,100 


This would show a closing inventory of $33,000, and 
cost of goods would then be: 


Opening inventory (same as 1939 closing inventory 


under old method) ....... .. $94,000 
BT Ree ee ee Tee ee ae ee eee oe 84,000 
Cost of goods available for sale..................... 178,000 
Closing inventory . are Aan ek ae al heck Ree 33,000 
eo ee $145,000 


New method.—Under the new method the 4,100 
units left at the end of 1940 will be treated as being 
first from the 3,500 at the beginning of 1940 to the 
extent of 3,500 units then on hand, plus 600 units 
from the first 1940 purchase of 2,000 units at $12. 
The closing inventory will then be: 


3,500 units at $15 = $52,500 
600 units at 12= 7,200 


$59,700 





Closing inventory. . 
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The cost of goods will then be: 


Opening inventory (closing 1939 inventory under 





PE i.) Lane (5 ondedbaee ote ncees 424 e $ 52,500 
DEED <cibttccravagterewsie valve reqwantsxs 84,000 
Cost of goods available for sale.................... 136,500 
Pa ree 59,700 
Se I oc cy ua duieiherpemminatenees $ 76,500 


Here, it will be noted that by using the cost of the 
latest acquired units, the cost is lower than by the 
old method, and a higher gross profit would result. 

It is impossible to tabulate the situations where 
this method would be of advantage. The nature of 
the business, the type of items comprising the inven- 
tory, price trends, all would be factors. Perhaps the 
best test for a taxpayer to make would be to take 
actual figures over a period of years and compare re- 
sults which would have been obtained under the new 
method with those under the old. 


The Vinson Act—Closing Agreements 


The Secretary of the Treasury has developed a 
formula to facilitate operations under Army or Navy 
contracts which are subject to the Vinson Act. This 
Act limits contractors’ profits on naval vessels to 
10 per cent and on military naval aircraft to 12 per 
cent of the contract price. 

The Bureau of Internal Revenue is charged with 
enforcing the above limitations, and Secretary Mor- 
genthau has announced his willingness to negotiate 
closing agreements, which are authorized by Sec. 3760 
of the Internal Revenue Code, with contractors who 
must enlarge their facilities in order to meet Army or 
Navy needs. Such closing agreements, which would 
be binding on both the Treasury and the contractor, 
would set forth, in advance of the completion of the 
contracts, the manner in which the Bureau is to treat 
the cost of any special facilities in the computation 
of the contractor’s profits under the Vinson Act. Nor- 
mally, in the absence of the closing agreement pro- 
cedure, the cost of new facilities may be amortized 
by depreciation or obsolescence allowance determin- 
able only upon completion of the contract. 

The Army or Navy will certify to the Treasury its 
opinion concerning the proper percentage of cost to 
be allowed as a deduction. When the Army or Navy 
certifies to the Treasury that installation of special 
facilities by a contractor is necessary for the national 
defense program and that, due to technical considera- 
tions, such facilities will be partially or totally useless 
after completion of the contract, the Treasury, at the 
time the contract is signed, will agree on the basis of 
the facts in each particular case to allow a fixed per- 
centage of reasonable cost to be charged when the 
profits are computed under the Vinson Act. 

Regulations on this subject are understood to be 
in prospect, but probably will not be available for 
some time. 


Basis of Stock Dividends and Rights 


Section 214 of the 1939 Act was designed to set at 
rest the confusion which resulted from Supreme 
Court decisions * on the basis to be used where stock 





* Koshland v. Helvering, 36-1 ustc § 9294, 298 U. S. 441; Helvering 
v. Gowran, 37-2 ustc J 9571, 302 U. S. 238. 
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dividends or the basic stock was sold. The decisions 
had held that no allocation of basis between the stock 
dividend and the basic stock could be made where 
the stock dividend was one which constituted income 
under the Sixteenth Amendment (as, for example, a 
distribution of a preferred stock dividend on common 
stock), although under laws before the 1936 Act such 
dividends escaped tax. 

Briefly, Sec. 214 (a) of the 1939 Act provides that 
where stock dividends or rights were acquired (a) in 
a taxable year beginning before 1936, or (b) in a tax- 
able year beginning after December 31, 1935, and did 
not constitute income under the Sixteenth Amend- 
ment, the basis of the old stock shall be allocated be- 
tween the old stock and the new stock or rights. It is 
further provided that no allocation shall be made 
(1) where rights were sold in a taxable year begin- 
ning before January 1, 1939, and the full proceeds 
were reported as income and the taxpayer did not 
claim a refund or credit before June 29, 1939 (enact- 
ment date of 1939 Act), in which event refunds are 
now prohibited; (2) if the new stock was acquired 
in a taxable year beginning before January 1, 1936, 
was reported as income, and was not thereafter (be- 
fore enactment of 1939 Act) excluded from income of 
such year; (3) if the new or old stock was sold in a 
taxable year beginning before January 1, 1936, and 
the basis was ascertained by a method other than 
allocation, such basis being fixed by a court or Board 
decision or closing agreement which became final be- 
fore the ninetieth day after June 29, 1939. In 
T. D. 4938, dated September 14, 1939, the Commis- 
sioner has issued regulations under Sec. 214. 

Since the provisions of Sec. 214 represent a reitera- 
tion and approval of the Commissioner’s prior rulings, 
the new regulations are for the most part an adapted 
restatement of earlier regulations. 

As to stock dividends, Sec. 20B.3 of the new regu- 
lations restates the principle an- 
nounced in the fourth sentence of 
Art. 22(a)-8, Reg. 101, and the ma- 
terial in Art. 113(a)-12 to which 
that sentence referred. 

Stock rights and basic stock are 
covered by Sec. 20B.4 of the new 
regulations, which are substantially 
the same as corresponding provi- 
sions of Art. 22(a)-8, Reg. 101. It 
is stated, however, that the provi- 
sions of that section of the regula- 
tions relate to rights acquired after 
December 31, 1924, and before the 
first day of the first taxable year 
beginning after December 31, 1935, 
whether or not the rights were in- 
come under the Sixteenth Amend- 
ment, and to rights acquired after 
December 31, 1935, which did not 
constitute income under the Six- 
teenth Amendment. The same sec- 
tion covers rights acquired before 
January 1, 1925, and follows pro- 
visions which were contained in 
Art. 39, Reg. 65. 

Other sections of the Treasury 
Decision relate to holding periods 
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and to the exceptions where income was treated 
in a manner different from that prescribed in Sec. 214. 


Railroad Taxes Paid in 1938 


Class I railroads of the United States in 1938 paid 
in taxes to the various federal, state and local govern- 
ments 40.41 cents out of each dollar of net earnings, 
the highest ratio for any year since 1920, the Associa- 
tion of American Railroads announced today. In 1937 
they paid 31.10 cents per dollar and in 1936, 28.52 
cents. Out of each dollar of operating revenue, the 
railroads in 1938 paid in taxes 9.5 cents, the greatest 
amount for any year on record. In 1937, they paid 
7.8 cents and in 1936, 7.9 cents. 

Railway taxes now average nearly $1,000,000 per 
day. The total taxes paid in 1938 to federal, state and 
local governments by the Class I railroads and their 
non-operating common carrier subsidiaries amounted 
to $343,193,790, the greatest amount for any year since 
1930 when their tax bill amounted to $350,042,367. 
Railway taxes in 1938 were an increase of $13,792,836 
compared with 1937 and an increase of $20,802,158 
compared with 1936. 

Of the total amount of taxes paid in 1938, $264,934.917 
or 77.2 per cent went to state and local governments 
and $77,422,886 was paid to the Federal Government. 
The remaining $835,987 was paid by those railroads 
in taxes to Canada, Mexico, Cuba and Hawaii. The 
amount of taxes paid to the state and local govern- 
ments by the Class I carriers in 1938 was an increase 
of $12,633,651 compared with 1937 and an increase of 
$37,668,455 compared with 1936. The taxes paid to 
the Federal Government by the Class I railroads, for 
the most part, represent income taxes for corporations 
and payroll taxes. The principal taxes paid to state 
and local governments are assessed on roadway and 
other local railroad property. 
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Gasoline-Tax Levy Reduced in 
New Orleans 


By unanimous vote, the New Orleans Commission 
Council has removed the city gasoline tax of 2 cents 
a gallon, which has been in effect since 1936. The 
reduction will equalize the gasoline-tax rate in New 
Orleans and in the adjoining parishes. 

The end of the city tax marks the culmination of a 
12-months’ campaign waged under the direction of 
the Service Station Association of Louisiana and other 
civic and taxpaying organizations for abolition of this 
tax, which has cost the city an enormous loss of 
business. 

In discussing the measure, the mayor and council 
members disclosed that the gasoline-tax differential 
has created a serious problem in New Orleans for 
years, and as been operating as an increasingly 
greater handicap to motor-vehicle owners and local 
merchants. Abolition of the tax is seen as one more 
blow at artificial trade barriers built up at the borders 
of some states and cities, and it adds another city to 
the list of those that have abolished their unpopular 
local gasoline levies. Only a handful of municipalities 
in the entire nation now levy local taxes on motor fuel. 

During the campaign mass meetings were held to 
rally the support of motorists and other highway 
users. Automobiles were placarded with slogans 
reading: “It’s Not Worth 2 Cents”’—indicating that 


the tax was driving business from the city and making 
the levy worthless. 
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Every Tax Man will welcome the thoroughgoing 
discussion of the surtax on improperly accumulated 
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Correction 


In our November issue we published the photograph 
of Ralph E. Smith of Washington, a member of the 
(General Counsel’s Office, Bureau of Internal Reve- 
nue, as the author 
of “Coordination of 
Tax Systems” ap- 
pearing at page 629. 
The article was pre- 
pared by Ralph W. 
Smith, attorney in 
private practice, los 
Angeles, and should 
have borne the pic- 
ture reproduced 
herewith. Perhaps 
no more fitting sum- 
mary of the circum- 
stances can be given 
than the words of 
the author of the 
article, who writing 
to Ralph E. Smith 
says, in part, as fol- 
lows: 

“TI personally take some 
comfort in being the 
author of the article, 
due to the fact that the publisher thought it at least deserved 
the merit of being embossed with the likeness of one who not 
only adds dignity thereto but, in all events, has the distin- 


guished appearance of at least knowing what the subject of 
taxation is all about.” 


Ralph W. Smith 


First Billion Dollar Gasoline Tax Year 


“The first billion dollar gasoline tax bill in history 
will be paid by the motorists of the United States dur- 
ing 1939, an analysis of state motor fuel tax collections 
for the first six months of the current year discloses. 

“As reported by official taxing authorities, state 
gasoline tax revenue for the first half of 1939 has in- 
creased six per cent over the collections from this 
source during the comparable 1938 period. If this rat¢ 
of increase is maintained throughout the last six 
months of the year, as is expected, state gasoline tax 
revenue will top $810,000,000. 

“Federal gasoline taxes for 1939 have shown an even 
more remarkable increase. For the first nine months 
of the year, an increase of 11 per cent over collections 
during the first three-quarters of 1938 has been re- 
ported. Collections for 1939, therefore, considerably 
should exceed $215,000,000. 

“Even disregarding $4,500,000 collected annually 
from motor fuel taxes imposed by counties and 
municipalities, it practically is assured that gasoline 
tax collection agencies this year for the first time will 
doa net business of at least $1,000,000,000.”— Tax Eco- 
nomics Bulletin, November, 1939. 


Taxes on Railroads 


Taxes paid by Class I railroads to federal, state and 
local governments in 1938 amounted to 40.41 cents 
out of each dollar of net operating revenue, the highest 
ratio for any year since 1920. 
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CURRENT-BOOKS. OF INTEREST 


IN THE FIED 


Assessment of Real Property in Kentucky Counties. 
Special Study No. 3, Department of Revenue, Com- 
monwealth of Kentucky, Frankfort. pp. 69. Gratis. 

The third special study of the Division of Research 
and Statistics of the Commonwealth of Kentucky, is 
a comparison of constitutional assessments and actual 
county assessments for each of the counties of the 
State. 

Whereas the Constitution of Kentucky requires that 
all property be assessed uniformly at its full market 
value, the study points out that few counties even 
closely approach this standard and that approximately 
$1,750,000 in real estate taxes is unjustly collected 
annually from taxpayers whose property is assessed 
too high and is escaped by others whose property is 
assessed too low. 

The study presents a rather complete and interest- 
ingly valuable picture of local assessment in Kentucky. 


Federal Income Tax Accounting, by Stewart Y. 
McMullen. The Ronald Press Co., New York. 
pp. 400. Price $5.00. 

This book was designed especially for the use of 
Northwestern University students in their basic ac- 
counting course. It is in semi-loose leaf form. That 
is to say, each of the fourteen chapters is a separate 
pamphlet, punched for binding. The loose leaf 
format makes it possible to add material easily. But 
if one prefers, it may be handier to remove the staples 
in each chapter, and get complete flexibility. 

Thirteen forms are illustrated and despite their 
reduction to a 91-inch by 6-inch size, the printing is 
so clear that legibility is not seriously affected. In 
fact the whole book is of high typographic standing. 

There is one rather unfortunate omission in the 
text. One would expect a text on taxation to be 
meticulous about taxes. Yet the social security taxes 
are not mentioned in the sixteen and one-half page 
index. True, the book is on income taxes, but social 
security taxes are paid by many more people than 
income taxes, and their deductibility for income tax 
purposes should have been mentioned. On Schedule 
H, page 27, Problem 14 they appear, but no distinc- 
tion is made between State and Federal Unemployment, 
and Old Age Benefit. No Revenue Agent would pass 
on such a deduction.—Lewis Gluick. 


WEMNON 


Financing Government, by Harold M. Groves. 
Henry Holt and Company, New York. pp. 777. 
Price $3.75. 

In the preface to this book, the author expresses 
his desire “to write something significant for scholars, 
college students and the lay public.” Ambitious as 
this objective may appear, Professor Groves has ade- 
quately fulfilled his purpose. 

Here we have an interesting book, completely 
divorced from the usual pedantism associated with 
scholarly works. Yet its simple and straightforward 
style reveals a mastery of the technical details. Such 
controversial issues as the expansion of governmental 
services, deficit financing and the sharing of centrally 
collected taxes are thoroughly discussed. First ex- 
amining the facts and historical background with 
strict impartiality, the author then states his own very 
definite position. While opinions may differ as to the 
treatment of the subject, one cannot but admire the 
tremendous amount of research involved and the com- 
prehensive grasp of the subject matter. 

Teachers may find the arrangement of text material 
rather unusual, since public expenditures are treated 
last instead of first. There is some merit to the plan, 
however, if one agrees that “the most challenging 
problems of public finance are in the field of taxation.” 
Other praiseworthy features include well planned 
bibliographies at the end of each chapter, arresting 
headings and an appendix reviewing public finance 
literature from ancient to modern times.—Lawrence 
R. Bloomenthal. 


Retailers’ Manual of Taxes and Regulations. Insti- 
tute of Distribution, Inc, New York. pp. 200. 
Price $6.00. 

The new 1939 edition of this Manual, like its prede- 
cessors published in 1935, 1937 and 1938, provides 
summaries of the principal federal and state statutes 
which tax, regulate or otherwise affect retail opera- 
tions. The Manual is published in loose leaf format 
to permit purchasers to avail themselves of special 
revision service to keep all sections in line with cur- 
rent changes and additions. 

The Manual throughout displays familiarity with 
the regulatory problems confronting retail operators. 
Sales and use taxes are given appropriate emphasis, 
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while the section on chain store taxes is both historical 
and prospective of the legislative situation. Municipal 
sales and chain store taxes are likewise covered. 
Business and occupational restrictions imposed by the 
various states on the sale of optical goods, common 
household drugs and convict-made goods are covered 
in helpful chart form. 

Retail operations have been enormously complicated 
in the past few years by the rapid development of 
federal and state trade practice laws. The Manual 
conveniently tabulates the main phases of the various 
state “fair trade,” “unfair practice,” and “anti-discrim- 
ination” laws, together with federal measures of similar 
content. Federal and state food, drug and cosmetic 
laws are likewise analyzed. 

Also within the scope of the Manual are labor laws 
which affect retailers. These include wage and hour, 
labor relations, unemployment insurance and work- 
men’s compensation provisions of the states. 

All subjects are approached non-technically as be- 
fits a Manual intended for lay information. Effective 
use has been made of charts and tables as the most 
graphic mode of presenting the situation in all states. 
Maps, too, have been used to good advantage. The 
Manual is well printed and attractively presented, and 
should be a valuable handbook for the use of retail 
executives.—D. K. Blender. 


The Taxation of Small Incomes, by Paul J. Strayer. 
The Ronald Press Co., New York. pp. 209. Price $3.00. 

A theory frequently advanced during recent years 
is that an earmark of a good tax is its capacity to 
beget tax consciousness. To supply tax deficiencies 
in this respect, various agencies have promulgated a 
plethora of newspaper and magazine publicity, some- 
times incorporating so-called statistics which purport 
to show how much of the price to the consumer of a 
unit of what not is represented by “hidden” taxes. 
Such an exposition, though precariously assuming 
that all indirect taxes are always shifted to the con- 
sumer, may unblushingly deplore such taxes on the 
ground that they are a burden on business. 

Another related tax development is more zealous 
advocacy in some quarters of a broadening of the 
Federal income tax base to reach the lower income 
groups, both as a means of balancing the Federal 
budget and of generating tax consciousness. Ordi- 
narily absent from consideration, however, is suf- 
ficient, if any, recognition of the composite effect of 
the whole tax system in this country (Federal, State, 
and local), with its many forms of taxes—tariff, sales, 
excise and other indirect imposts—that have the severest 
impact on those individuals least able to bear a tax 
burden. 

In view of these circumstances and the scarcity of 
guileless information on tax policy and economic, 
social, and administrative aspects of taxation, a help- 
ful public service has been rendered by Dr. Strayer in 
making available in a readable book the results of 
scholarly scrutiny of (1) the degree of merit of the 
plea for lowered income tax exemptions, and (2) the 
acceptability of the concept of tax consciousness as 
an addition to the generally endorsed qualities of a 
good tax as formulated by Adam Smith and elaborated 
by worthy successors in his field. 

Thoroughness characterizes treatment of the subjects 
throughout, which begins with consideration of rev- 


enue aspects of the usually suggested reduction by 
one-half of present personal exemptions, for the pur- 
pose of the Federal income tax. While the interesting 
examination indicates that a substantial increase in 
revenue would be realized, it shows likelihood that the 
increase would be far less than usually estimated. It 
appears also that, because of the distribution of na- 
tional income, the increase would be realized in large 
part from individuals now taxable. Cited studies by 
the Brookings Institution and the National Resources 
Committee disclose that probably the 5 per cent of 
families and single individuals in the upper-income 
level get as much of the national income as around 60 
per cent of the population which is at the other end 
of the income gauge. 

After a review of the various theories of personal 
exemptions which have been advanced in this country 
and abroad, an explanation closer to reality is made 
that practical considerations more than altruistic theories 
probably account for the limits of the downward reach 
of the income tax. Dr. Strayer’s discussion of political 
practice in this respect and the distribution of the tax 
burden under the present tax laws—Federal, State 
and local, merit reading. 

A bright chapter, with new contributions to tax 
thought, is the one covering problems of a political 
nature. Included is a study of the effect of a broadened 
income tax base upon tax consciousness and the pos- 
sible effect of increased tax consciousness upon the 
demands made upon the government. With character- 
istic breadth of treatment, research in this connection 
includes the experience of foreign countries. As a 
means of increasing the degree of tax consciousness, 
substitution of income taxation for at least some of 
the present indirect taxes now levied by the Federal 
and State Governments is deemed to have much to 
commend it. However, the author points out that the 
increase in the amount of tax consciousness that 
could be expected to result from lowered income tax 
exemptions is definitely limited and might be very 
small indeed if certain administrative techniques were 
used to avoid practical difficulties. An ominous warn- 
ing against use of overburdening direct taxes on low 
income groups to “make responsible citizens” is given 
by reference to what has happened in one European 
country, where, in the process, the “responsible citizens” 
have lost political liberty. 

A fine contribution to income tax literature has 
been made in the chapter on administrative aspects of 
the taxation of small incomes. That division alone 
would make a satisfactory book, which should be re- 
quired reading for legislators and tax administrators. 
It covers the experience of a number of foreign countries 
where highly developed administrative techniques 
have been developed. It is regretted that space limita- 
tions forbid an adequate summary of the tax adminis- 
tration -findings.—Eric G. Leander. 


Anti-Chain Store Tax Legislation, by Maurice W. 
Lee. University of Chicago Press, Chicago. pp. ix, 80. 
Price $1.00. 


Sales Tax Laws, Eastern States. Commerce Clear 
ing House, Inc. pp. 208. Price $1.00. 


Sales Tax Laws, Western States. Commerce Clear- 
ing House, Inc., Chicago. pp. 244. Price $1.00. 
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INTERPRETATIONS 


U. S. Supreme Court 


Gift Tax—Transfers in Trust—Grantor Reserving Right to 
Change Beneficiaries.—In 1913, before the enactment of the 
first gift tax statute of 1924, decedent created a trust for the 
benefit of named beneficiaries, reserving the power to ter- 
minate the trust, or to modify it. In 1919 he surrendered the 
power to revoke but reserved the power to modify. In 1924, 
after the enactment of the 1924 gift tax law, decedent relin- 
quished the power to modify the trust. It is held that the 
gift did not become complete until the decedent relinquished 
the power to modify and, as the relinquishment occurred after 
the enactment of the 1924 gift tax law, the transfer is taxable. 


Article 1, Regulations 67 (adopted without change of sig- 
nificance in Article 3, Regulations 79), which provides that a 
trust with a power to revoke reserved does not constitute a 
gift and declares that “where the power retained by the gran- 
tor to revest in himself title to the corpus is not exercised, 
a taxable transfer will be treated as taking place in the year 
in which such power is terminated,” does not constitute a true 
construction of the gift tax statute. Article 3, Regulations 
79, as amended in 1936, does present a true construction of 
the statute insofar as it provides that a gift is complete and 
subject to tax when “the donor has so parted with dominion 
and control as to leave in him no power to cause the bene- 
ficial title to be revested in himself.” 


The Court holds without merit the taxpayer’s contention 
that the administrative practice in adjusting cases of the 
character here involved was to treat the taxable transfer 
subject to gift tax as occurring when the transferor relin- 
quished all power to revest in himself title to the property 
constituting the subject of the transfer. Although such defi- 
nition of practice was contained in a stipulation, the Court 
states that “courts are not bound to accept the administrative 
construction of a statute regardless of consequences even 
when disclosed in the form of rulings.” “We are not bound 
to accept, as controlling, stipulations as to questions of law.” 

Affirming decision of the Third Circuit, 39-1 ustc { 9416, 
103 Fed. (2d) 81, which affirmed Board of Tax Appeals mem- 
orandum decision, CCH Dec. 10,017-A.—U. S. Supreme Court, 
in Estate of Charles Henry Sanford, Deceased, Jennie R. Baird, 
Sub. Admrx., C.T.A. v. Commissioner of Internal Revenue. No. 
34, October Term, 1939. 

x ok & 

An irrevocable inter vivos trust is not subject to gift tax 
where the donor reserves the power to change the benefi- 
ciaries although he may not increase his personal interest in 
the trust estate. 

Affirming per curiam decision of Second Circuit, 39-1 ustc 
{ 9497, 101 Fed. (2d) 1012, which affirmed judgment of Dis- 
trict Court rendered without opinion.—U. S. Supreme Court, 
in Almon G. Rasquin, Collector of Internal Revenue, First Dis- 
trict of New York v. George Arents Humphreys. No. 37, Oc- 
tober Term, 1939. 
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Percentage Depletion—1928 and 1932 Acts—Net Income.— 
In computing percentage depletion of oil wells under the 1928 
Act, the net income from the property, of which 50 per cent 
is the limit of depletion, must be reduced by development 
expenditures which were deducted in computing taxable net 
income (1929 and 1930). Art. 221 (i), Reg. 74, requiring 
such adjustment is valid, being prospective only and not pur- 
porting to reach back to earlier years when the taxpayer relied 
on a different rule of practice. The article was within the 
power of the Commissioner to promulgate. 


Reversing decision by the Ninth Circuit, 38-1 ustc { 9245, 
95 Fed. (2d) 971, which affirmed Board of Tax Appeals de- 
cision, 35 BTA 450, CCH Dec. 9573.—U. S. Supreme Court, 
in Guy T. Helvering, Commissioner of Internal Revenue v. Wil- 
shire Oil Company, Inc. No. 1, October Term, 1939. 

* * * 


In computing percentage depletion of oil wells under the 
1932 Act, the net income from the property, of which 50 per 
cent is the limit of depletion, must be reduced by development 
expenditures deducted in computing taxable net income. 
Helvering v. Wilshire Oil Co., Inc., 39-2 ustc J 9743, followed. 

Affirming decision by the Fifth Circuit, 39-1 ustc { 9431, 
which reversed Board of Tax Appeals memorandum deci- 
sion, CCH Dec. 9751-B.—U. S. Supreme Court, in F. H. E. 
Oil Company v. Guy T. Helvering, Commissioner of Internal 
Revenue. No. 26, October Term, 1939. 


Appellate and Lower Courts 


Bad Debts—Charge-off.—Taxpayer charged off debts in 
1930 and claimed deductions for that year. The Commis- 
sioner disallowed the deduction and contended that it should 
have been taken in 1929. In this action to recover taxes for 
1929 on the basis of a partial bad debt deduction it is held 
that taxpayer may not recover because there was no charge- 
off for 1929 and the debts were not ascertained to be worth- 
less in 1929.—U. S. District Court, Western Dist. of Penn- 
sylvania, in Herman E. Baumer, Receiver, First National Bank 
of Johnstown v. D. B. Heiner, Former Collector of Internal 
Revenue. Law No. 8178. 


Basis—Property Acquired in Reorganization.—A partner- 
ship surrendered preferred stock to the issuing corporation 
for retirement in 1929. It received in exchange debenture 
bonds of the corporation having a par and market value in 
excess of the partnership’s cost for the preferred stock. In 
1932 taxpayer was incorporated and the bonds, with other 
property, were transferred to it in a tax-free exchange for all 
its stock. Later in 1932 the bonds were retired by the i issuing 
company at par. It is held that the basis for computing 
gain on the bond redemption is the fair market value of 
the bonds when received on surrender of the preferred stock 
and not the cost to the partnership of the preferred stock. 
Although there was a reorganization when the preferred 
stock was redeemed for bonds, there being a recapitalization, 
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nevertheless the gain on the exchange was recognized be- 
cause the bonds received were not “securities” under Sec. 
112(b)(3) of the 1928 and 1932 Acts. They had an average 
maturity of only two and one-half years, were paid off in 
ten months, and did not furnish a continuity of interest in 
the issuing corporation to bring them within the meaning of 
the term “securities”. 

Reversing Board of Tax Appeals decision, 39 BTA 143, 
CCH Dec. 10,566, reported at 393 CCH § 7166.—U. S. Circuit 
Court of Appeals, Second Circuit in L. & E. Stirn, Inc. v. 
Commissioner of Internal Revenue. 


Community Property Income—Evidence.—In a previous 
decision (37-1 ustc § 9200), the Court affirmed the Board’s 
decision that more than half of the income attributed by 
the taxpayer to community property was in fact taxable to 
him. It then ruled that one-half of the income actually 
derived from assets acquired with the proceeds or increment 
of the original community property was taxable to his wife 
and remanded the case to the Board to give the taxpayer 
an opportunity to establish what portion of all the income 
received by him in 1927, 1928, and 1929 was taxable to her. 
Where “Nothing was presented at the supplemental hearing 
which makes it possible to say what definite part of the in- 
come in question was not brought into being by the tax- 
payer’s investment of his personal funds, as a result of his 
use of his personal credit, and through his individual efforts,” 
the judgment of the Board is affirmed. 

Affirming Board of Tax Appeals memorandum decision, 
CCH Dec. 10,036-E, 383 CCH § 5393, rendered pursuant to 
affirming and remanding by CCA-8, 37-1 ustc J 9200, 88 Fed. 
(2d) 952, of memorandum decision.—U. S. Circuit Court of 
Appeals, in William D. Johnson v. Commissioner of Internal 
Revenue. Nos. 11,338-11,339, May Term, 1939. 


Community Property State—Agreement as to Property 
Rights.—Taxpayer and her husband were separated in 1930 
or 1931. Taxpayer instituted divorce proceedings on January 
14, 1932, and an interlocutory divorce decree was entered on 
April 26, 1932. A few davs before this, the parties entered 
into an agreement respecting property rights and providing 
among other things that the earnings of each should be 
separate property. It is held that under the terms of the 
nen and under the provisions of Sec. 169 of the 

California Civil Code taxpayer’s earnings during the pendency 
of the divorce, and after the date of the property settlement 
ayrreement, were reportable entirely in her own return. A 
purported oral agreement that the property should remain 
community property was not effective to warrant a division 
of income between the spouses. 

Affirming Board of Tax Appeals decision. 38 BTA 97, CCH 
Dec. 10,091. reported at 391 CCH § 455.1508 and 455.217.— 
U. S. Circuit Court of Appeals, Ninth Circuit, in Zasu Pitts 
Woodall v. Commissioner of Internal Revenue. No. 9072. 


Compensation Paid in Stock—Taxability—Valuation.— 
Shares of stock received in 1934 for legal services, chiefly to 
be rendered in the future, were income in 1934 to the extent 
of their fair market value and not in subsequent years when 
they were sold. The evidence sustained the Board’s findings 
as to the fair market value of the stock and that taxpayer 
was under no agreement not to sell the stock. 

Affirming Board of Tax Appeals memorandum decision. 
reported as CCH Dec. . S. Circuit Court of 
Appeals, Fourth Circuit, in ‘Go orge Edward Allen v. Commis- 
stoner of Internal Revenue. No. 4521. 


Credit for Dependents.—For several years, petitioner had 
been contributing any deficit incurred by a charitable or- 
ganization in operating as an industrial school for about 245 
boys. In 1933, in a separate agreement, petitioner agreed to 
contribute sufficient to support 64 boys therein, an amount 
arrived at by a charge of $33.334%4 per month ($400 per year) 
for each boy. It is held that petitioner may not treat as a 
credit for dependents the amount so contributed to charity. 
The mere fact that persons receive their chief support from 
taxpayer does not justify a claim to the credit. There must 
also be some form of preexisting and at least ethical obliga- 
tion to give such support. 

Affirming Board of Tax 








Appeals decision, 38 BTA 239, 
CCH Dee. 10,109, reported at 391 CCH § 362.035.—U. S. 
Circuit Court of Appeals, Third Circuit, in Louise D. Morrell 
vv. Commissioner of Internal Revenue. No. 6955, March Term, 
1939. 
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Deductions—Business Expense—Rent Guaranty.—A realty 
company and a bank conveyed assets and cash respectively 
to a new corporation which was to construct a building to 
be occupied in part by the bank, in part by a department 
store, and in part by the public. Before the building was 
completed, the department store sold the assets to another 
corporation. The purchaser did not desire to buy that part 
of the department store’s business which was to go into the 
new building. Both the department store and the realty 
company were obligated for the space in the new building, 
After the completion of the transfer of the department store, 
the realty company agreed, in lieu of its obligation for space 
in the new building, to guarantee that the fifth floor of the 
building would produce a certain amount of rent and to make 
good any deficiency. Plaintiff, which filed consolidated re- 
turns with the realty company, claimed deductions for such 
payments for 1933 and 1934. It is held that the payments 
were not deductible as business expenses. They were pay- 
ments under a guaranty voluntarily assumed. The deduction 
may not be taken as rent or as a loss. 

Reversing District Court decision —U. S. Circuit Court of 
Appeals, Eighth Circuit, in United States v. Donaldson Realty 
Company, Inc. No. 11,403. 


Estate Tax—Interest on Deposit in Excess of Tax Due.— 
Where an executor received an extension of time for filing a 
return, and before the estate tax liability was known, de 
posited a sum of money to apply on account of the tax 
liability, and where such amount was in excess of the correct 
estate tax, the Government is not required to pay interest on 
the excess refunded to the taxpayer.—U. S. District Court, 
Southern Dist. of New York, in Henry L. Moses, Exr., Estate 
of Georgette Goldschmidt, Deceased v. United States. 


Estate Tax—Gross Estate—Payment to Decedent’s Bene- 
ficiary under Retirement System.—Under the New York City 
Employees’ Retirement System decedent (who died January 
9, 1937) on October 1, 1920, made application to become a 
member of the system, naming his wife as beneficiary. On 
his death, salary deductions at 4 percent, plus interest, in 
the amount of $21,274.75 were paid to his widow. It is held 
that this amount was includible in his gross estate as a 
refund of amounts paid for an annuity contract, from the 
obligation of which the System had been discharged; that it 
was not insurance; and that it was an asset of decedent’: 
estate at the time of his death.—Court of Claims of the United 
States, in Whitney Kernochan, Exr., Will of Frederick Kerno- 
chan, Deceased v. United States. No. 44023. 


Board of Tax Appeals 


Capital Loss—1934 Act—Conveyance of Realty from Lia- 
bility—Petitioner acquired certain realty in 1924, 1927, and 
1928, and after the purchase of one of the parcels, placed a 
mortgage thereon. In 1935, in order to avoid foreclosure 
proceedings, he executed a quitclaim deed, conveying the 
mortgaged property to the mortgagee and forfeited the other 
property to the vendor, in consideration for his release from 
further liability. The transactions constitued sales or ex- 
changes under Sec. 117, 1934 Act, and loss sustained was a 
capital loss.—Paul Oren v. Commissioner, Decision 10,771-A 
[CCH]; Docket 93076. Memorandum opinion. 


Capital Loss—Retirement of Bonds—Debentures Settled in 
Receivership Proceedings.—W here the receivers of a corpora- 
tion, pursuant to a court order in the receivership proceed- 
ings, paid to the debenture holders who surrendered their 
debentures before a fixed time a nominal sum in full pay- 
ment and settlement of the debentures, there was a “retire- 
ment” of the debentures within the meaning of that word 
as used by Congress in section 117(f) of the Revenue Act of 
1934. The loss was therefore a capital loss—S. C. Thomson 
v. Commissioner, Decision 10,745 [CCH]; Docket 91308. 40 
BTA —, No. 15. 


Capital or Ordinary Loss—Forfeiture under Land Contract. 
—In 1927, petitioner purchased a parcel of real property under 
a land contract which provided that in case he defaulted in 
carrying out the terms thereof the vendor would have the 
right to declare the contract void, retain whatever might have 
been paid thereon, and be entitled to take immediate pos 
session of the premises. After making certain principal 
payments on the contract, petitioner defaulted. In 1934, peti- 
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tioner being in default, the vendor served him with a notice 
of forfeiture, declaring the contract forfeited and notifying 
him to surrender and deliver up possession of the premises. 
As a consequence of the forfeiture of the contract, petitioner 
lost his total investment in the property. It is held that the 
loss thus sustained by petitioner constitutes an ordinary loss 
deductible in full under section 23 (e) of the Revenue Act 
of 1934. The Board distinguishes this case from a case where 
the vendor and vendee, under a contract for the sale of real 
estate, mutually agree to cancel the contract, resulting in the 
acquisition by ‘the vendor of the vendee’s interest in the real 
estate and in the release of the vendee by the vendor from 
further liability under the contract. Such a transaction is a 
sale or exchange within the meaning of the statute, and a 
capital loss is involved.—C. G. Ganopuls v. Commissioner, 
Decision 10,721 [CCH]; Docket 87985. 39 BTA 1120. 


Community Income—Change of Domicile—On December 
24, 1936, petitioner and his wife changed their legal domicile 
from the noncommunity property State of Oklahoma to the 
community property State of Texas. During the entire year 
1936, petitioner was a director, president, and principal stock- 
holder of a Delaware corporation doing business in sev eral 
states, with its principal office in Texas. Petitioner was also 
the manager and chief executive officer of the corporation. 
Petitioner and the corporation did not have any express 
agreement as to petitioner’s compensation. In prior years 
it was the custom to wait until the close of the year and then 
fix petitioner’s compensation after the volume of business 
and income of the corporation were known. On December 
30, 1936, the board of directors of the corporation allowed 
petitioner a salary of $50,000 for the year 1936, and thereupon, 
the corporation credited him with that amount, which credit 
petitioner concedes was equivalent to payment. It is held, 
357/365 of the salary was petitioner’s separate income rather 
than the community income of petitioner and his wife.—C. J. 
Wrightsman v. Commissioner, Decision 10,807 [CCH]; Docket 
91973. 40 BTA —, No. 77. 


Credit for Foreign Taxes.—Section 131 (a) (1) of the 
Revenue Act of 1934 allows a deduction of the full amount 
paid to Canada in discharge of income tax liability, even 
though a part was originally paid as “premium tax” and later 
deducted in determining the additional amount required to 
completely discharge the income tax liability—Queen In- 
surance Company of America v. Commissioner, Decision 10,803 
[CCH]; Docket 92996. 40 BTA —, No. 


Credits—Contracts Restricting Dividend Payments.—In 
1934 suit was brought against petitioner and its common 
stockholders (members of one family) by the owner of its 
preferred stock, alleging that the property and income of 
petitioner were being diverted and misapplied by its com- 
mon stockholders. In the same year a contract was executed 
by the preferred stockholder, the common stockholders, and 
petitioner in settlement of this suit, which provided for the 
periodic retirement of the preferred stock and further pro- 
vided that petitioner should declare no dividends on its com- 
mon stock until the preferred stock was retired as provided 
for in the contract. The preferred stock was retired as so 
provided, but at the end of the taxable year there was still 
outstanding $20,000 of such stock. It is held that petitioner 
was restricted from paying dividends by such contract and 
is entitled to credit as provided by section 26 (c) (1), Revenue 
Act of 1936, as to gp on undistributed profits—Auto In- 
terurban Company 7 Commissioner, Decision 10,762 [CCH]; 
Docket 94461. 40 BTA —, No. 32. 


Estate Tax—Claims.—Deduction is denied as a claim against 
decedent’s estate for amounts due his wife at the time of his 
death and for the commuted value of payments of $5,000 a 
year to be made her for life under the terms of a contract 
with the decedent. In consideration of the contract the wife 
relinquished all claims against decedent for support and main- 
tenance and promised to relinquish her dower interest in 
decedent’s real estate. Since the evidence did not show the 
extent of the dower interest the Board is unable to determine 
to what extent such interest was consideration for the con- 
tract, and disallows the deduction on the ground that the 
claim was not based on a full and adequate consideration in 
money or money’s worth. Sec. 303(d), 1926 Act as amended 
by Sec. 804, 1932 Act is not unconstitutional when construed 
to apply to relinquishment of support and maintenance.— 
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Estate of Arthur G. Meyer, Deceased, by Margaret W. Meyer, 
Exrx. v. Commissioner, Decision 10,761-D [CCH]; Docket 
92318. Memorandum opinion. 


Estate Tax—Revocable Trust Property—Valuation.— 
Where property, transferred to a trust by a decedent during 
his lifetime, was subject at the date of his death to change 
through the exercise of a power to alter, amend or revoke, 
and hence includible in gross estate under section 302 (d) of 
the Revenue Act of 1926, the value of the property compris- 
ing the corpus of the trust on the date of death, including 
capital gains realized by the trust through the sales of securi- 
ties originally transferred by the decedent to it, must be 
included in gross estate. This decision is rendered pursuant 
to reopening of the case reported at 393 CCH { 7182.—Estate of 
Daniel Guggenheim, Deceased, Florence Guggenheim, Exrx. v. 


Commissioner, Decision 10,765 [CCH]; Docket 77675. 40 
BTA —, No. 35. 


Income Computation—Revenue Agent v. Taxpayer.—Thlic 
Commissioner determined a deficiency against petitioners for 
1936 and assessed a fraud penalty, contending that they under- 
stated the net income from their business with intent to evade 
tax. From the opinion: “The revenue agent was apparently 
dissatisfied with the books and records of the business. He 
accepted the cost of goods sold, as shown by the records, 
and estimated what he thought would be a reasonable net 
profit from the sale of those goods. That method of increas- 
ing income by $14,678.13 must give way before the petitioners’ 
proof that regular records of all sales and expenses were 
kept, these records are reasonably accurate, and they show 
there was no such income from the business, but, instead, 
loss was sustained. He [Commissioner] attempted 
to show inaccuracies in the accounts of the petitioners and 
succeeded in a few instances. Some of the errors offset each 
other. The errors were so small that, faced with a choice 
between the determination of the Commissioner and the 
accounts regularly kept, we choose the latter without hesi- 
tation, as more nearly reflecting the income from the business. 
— The respondent concedes that the return was in ac- 
cordance with the books.”—John Basila and Helen Basila v. 
Commissioner, Decision 10,770-K [CCH]; Docket 91600. 
Memorandum opinion. 


Loss on Disposition of Property—Joint Return—Separate 
Liability. —(1) Petitioner acquired certain property in 1929, 
consisting of several lots and a large house. Shortly there- 
after he listed the property with a real estate dealer for sale 
and occupied the premises as his residence until 1932. In 
1934 the property was allowed to go to tax sale and a mort- 
gage thereon was permitted to mature without extension. It 
is held that the loss sustained on the property was not sus- 
tained in a transaction entered into for profit and is not 
deductible. 


(2) Where a deficiency arises as to a joint return for 1932 
reporting the aggregate net income of both spouses, the wife 
is not liable for that part of the deficiency attributable to 
her husband’s income.—Thomas H. Lawrence v. Commis- 
stoner; Billie M. Lawrence v. Commissioner, Decision 10,819 
[CCH]; Dockets 90240, 90244, 94220, 94221. Memorandum 


opinion. 


Losses—Ordinary v. Capital—At the close of 1929, peti- 
tioner held mortgages which it had received from a vendee 
of lumber. Some of these represented collateral while others 
were delivered near the close of 1929 when the debtor vendee 
distributed all of its securities and assets to its creditors. As 
of December 31, 1929, the mortgages were transferred on the 
petitioner’s books from the debtor’s account to the “Mort- 
gages Receivable” account, and the debtor’s account was 
closed. During 1930 and 1931, petitioner collected on three 
certain mortgages a certain amount, and in 1932, petitioner 
obtained title to the properties covered by the mortgages, 
paying therefor $150. In 1934, petitioner sold all of its in- 
terest in the properties to the holders of the first mortgages, 
sustaining a loss of some $10,000. It is held that the loss 
represented a capital Joss, and since there were no capital 
gains, deduction for which was limited to $2,000 pursuant to 
Sec. 117(d), 1934 Act.—Douglas Lumber Company v. Commis- 
sioner, Decision 10,832-I [CCH]; Docket 88598, Memo- 
randum opinion. 
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Mortgage Foreclosure Loss—Capital v. Ordinary.—Peti- 
tioners acquired certain realty in 1925 which they mortgaged 
at some later date. The mortgage became in default and 
foreclosure proceedings were instituted. In April, 1933, a 
court decree was entered relieving petitioners from personal 
liability on the mortgage, and in January, 1934, before the 
redemption period expired, petitioners executed a quitclaim 
deed to the mortgagee. It is held that the execution of the 
quitclaim deed was not a sale or exchange of a capital asset, 
and the losses sustained by petitioners were ordinary losses 
rather than capital losses —Hyman Bookstein v. Commissioner, 
Decision 10,826-C [CCH]; Dockets 92742, 92743. Memo- 


randum opinion. 


Petition—What Constitutes Filing.—Telegram stating that 
petition is “forwarded this date” is not a petition for redeter- 
mination. The mailing of a formal petition is not the filing 
thereof with the Board, and where mailed within 90 days 
of the deficiency notice but not actually received by the 
Board until after expiration of the 90-day period, it is not 
timely filed, and the Board does not have jurisdiction.—Estate 
of Bliss Stebbins, Deceased, Grace Cole Stebbins, Exrx. v. Com- 
missioner, Decision 10,826 [CCH]; Docket 98097. 40 BTA —, 
No. 96. 


Trust Income-—Grantor’s Taxability—vTaxpayer created a 
trust in 1932 for the benefit of his minor son. The trust 
was to terminate in 1941 or on the death of the grantor or 
the beneficiary, whichever should occur first. The grantor 
was trustee. The trustee was to apply at such times, in such 
amounts and in such manner as he might decide in his un- 
controlled discretion, so much of the income as in his dis- 
cretion might be necessary for the maintenance, education, 
and well-being of his son. The accumulated income was to 
go to the son on the termination of the trust and the corpus 
was to go to the grantor or his estate. It is held that the 
trust was valid under state law (New York) and must be 
recognized since it changed materially the interest of the 
grantor in the income of the corpus. That part of the income 
used for the support and maintenance of his son was taxable 
to the grantor. The remainder was not taxable to him. 
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In the case of another taxpayer involved in this same pro- 
ceeding the income of a trust for the benefit of his wife, such 
income not being restricted in use, was not taxable to the 
grantor. Nor was the income from a trust created for his 
adult son. In the case of a trust for the grantor’s daughter 
who attained her majority during the year (1934) the grantor 
was taxable on that amount which discharged his obligation 
to support her. 

Opper concurs specially. Disney dissents, with written 
opinion to the effect that the trust had no reality and that 
the trust income was taxable to the grantor under Sec. 167, 
1934 Act because, in his opinion, the income was accumulated 
for the benefit of the grantor.—Alfred C. Berolzheimer v. Com- 
missioner; Edwin M. Berolzheimer v. Commissioner, Decision 
10,828 [CCH]; Dockets 89259, 89267. 40 BTA —, No. 98. 


Bureau of Internal Revenue 


Credits against Net Income.—Whiecre a husband filed a 
timely return and claimed the full joint personal exemption of 
$2,500 and his wife filed a delinquent return for the same tax- 
able year, the portion of the joint personal exemption not 
required to render the husband’s return nontaxable is allow- 
able to the wife as a credit against her net income.—l. T. 


3332, 1939-43-10070 (p. 4). 


Exemptions—Compensation of Foreign Consuls.—Com- 
pensation received for services rendered in the United States 
by certain foreign consuls stationed in the United States and 
certain employees of foreign consulates in the United States 
is exempt from the federal income tax.—Mim. 4967, 1939-44- 
10075 (p. 2). 


Gross Income—Inclusions.—The decision of the Circuit 
Court of Appeals for the Fifth Circuit in Stewart v. Commis- 
sioner (95 Fed. (2d), 821), relating to a husband’s right to 
convey community income to his wife under the laws of 
Texas, does not require modification of G. C. M. 18884 (C. B. 
1937-2, 58), relating to the community property laws of 
California, which ruling was based on Helvering v. Hickman 
(70 Fed. (2d), 985).—G. C. M. 20960, 1939-46-10088 (p. 2). 


Losses from Sales between Individuals and Corporations. 
—In the year 1936, A, a majority stockholder of the M Com- 
pany, a “family” corporation, transferred to that company 
certain stocks in liquidation of his indebtedness to the com- 
pany. On some of the transfers gains were realized and on 
others losses were sustained. Held, the gains realized con- 
stitute taxable income but the losses sustained are not de- 
ductible in view of the provisions of section 24(a)6 of the 
Revenue Act of 1936.—I. T. 3334, 1939-45-10084 (p. 5). 


Losses from Wash Sales of Stock.—Notes of the M Coim- 
pany purchased by A and bonds of that corporation which 
he sold on the same day, which differ with respect to interest 
rates, interest payment dates, and dates of issuance and ma- 
turity, are not substantially identical securities within th« 
meaning of section 118 of the Revenue Act of 1938, even 
though the notes are secured by a pledge of the bonds.— 


G. C. M. 21496, 1939-45-10083 (p. 2). 


Stock Transfers—Taxability—Transfers of corporate stock 
made in furtherance of integration plans adopted by public 
utility companies, pursuant to the Public Utility Act of 1935 
and the orders of the Securities and Exchange Commission 
approving such plans, are subject to stamp tax under section 
1802(b) of the Internal Revenue Code, as amended.—sS. 7. 
894, 1939-46-10091 (p. 8). 


Taxes of Foreign Countries—Whether “Similar Credit” 
Satisfied—The Commonwealth of Australia satisfies the 
similar credit requirement of section 131(a)3 of the Internal 
Revenue Code. ; 

The State of Queensland, a political subdivision of 
Australia, does not satisfy such similar credit requirement.— 


I. T. 3331, 1939-43-10069 (p. 2). 


Telegraph and Telephone Facilities—Leased Wire Service. 
—Amounts paid for leased wires used in the transmission of 
messages or signals are not subject to tax under section 
3465(b) of the Internal Revenue Code, as amended, where 
all of the terminals of such wires are located within an area 
served by a local telephone exchange not charging tolls upon 
messages transmitted between points within such area. 

S. T. 594 (C. B. XT-2, 519 (1932)) revoked.—S. T. 893, 1939- 
43-10073 (p. 10). 
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1929, 4:263 


O 


Obsolescence, Title Insurance Plant, 6:381 
Officers’ Salaries, Deduction, 8:501 
Option Payments, 1:58 
Overpayments 
Recovery, 1:58 
Timeliness of Petition to Board, 6:381 


P 
Partnership 
Contribution, Gain, 6:381 
Temporary, Taxability as Association, 
9:559 
Payment of Tax, Priority, 1:58 
Pension, Taxability, 8:501 
Personal v. Business Expense, 1:58 
Personal Holding Company, 1934 Act. 7 :447 
Personal Property Acquired as Bequest. 
6:381 
Priority of Taxes, Government, 1:58 


R 


Railroads, Consolidated Returns for 1920, 
6:381 
Real Estate Taxes, Accrual, 10:615 
Records, Re-examination, 1:58 
Recovery after Claim in Abatement Filed. 
6:381 
Refund Claim 
Grounds, 6:381 
Insurance Company, Timeliness, 7 :445 
Refund of Illegal Bonus Payments, 6:381 
Reorganization 
Dividends, 1:58; 7 :447 
Gain—Year Taxable, 9:558 
1928 Act, 1:58; 7:447; 9:558 
Plan, 9:558 
Sec. 77B, Bankruptcy Act, 1:58 
Stock Exchange for Stock and Cash, 
9:558 
Stock Sale by Sole Stockholder, 9:558 
Repealed Dividend Taxes under NIRA, 1:58 
Burden of Proof as to Source of Pay- 
ment, 7 :447 
Res Judicata, Effect of Board's Prior 
Decision, 7 :447 


Returns, Failure to File, 1:58 


Ss 


Salaries v. Dividends, 9:558 

Sale of Stock, 1:58; 1:59 
Non-Taxable, 6:381 
Proceeds—Taxability, 1:58 
Purported—Fraud, 1:59 

Stamp Tax 
Bond Issues, 1:59 
Bond Transfers, 9:558 
Certificates of Insolvent Banks, 9:558 
Foreign Insurance Policies, 9:558 
Par or No Par Value Stock, 9:558 
Produce Futures, 9:558 

Stock Issues, 9:558 

Stock Transfers, 1:59, 9:558; 9:559 
Voting Trusts, 9:559 

Statute of Limitations 
Waivers, 9:559 

Statutory Period 
Taxes Paid by Another after Expira- 

tion, 9:559 


INDEX 


Stock Sales 
Loss, 9:559 
Transferee’s Liability, 9:559 
Whether Sale or Gift, 9:559 


Suits against U. S., Defenses, 5:327 


x 


Trading Stamps—Adjustment for Redemp- 
tion, 1:59 
Transferee’s Liability, 1:59; 5:327 
Sale of Stock, 9:559 
Sec. 280, 1926 Act, 1:59 
Trust v. Agency, 8:501 
Trust Income 
Assignor’s Taxability, 8:501 
Bad Debt—Compromise Settlement, 
1:59 
Distributable—Beneficiary, 8 :501 
Grantor’s Taxability, 8:502 
Taxability, 5:327 


Ww 
Worthless Stock 
Bank, 5:327 
Net Loss in 1928, 5:328 
Year Deductible, 7 :447 


Board of Tax Appeals 
A 


Accounting Methods 
Building and Loan Shares, 11:685 
Amounts Received for Stock and Agree- 
ments Not to Compete, 2:127; 3:191 
Assigned Income, Taxability to Assignor, 
22127 
Associations 
Distributors of Oil Lease Proceeds, 
9:559 
Oil Lease Development, Whether Tax- 
able as Corporation, 9 :560 
v. Tenancy in Common, 7 :447; 9:559 


B 
Bad Debts 
Ascertainment of Worthlessness, 7 :447; 
8 :502 
Charge-off v. Reserve System, 5:328 
Deduction Disallowed, 5:328 
Worthless Notes and Stocks, 
11 :685 
Year of Deductibility, 8:502 
Basis of Corporate Assets, 5:328 


Bonds, Coupons Given Away before Ma- 
turity, 9:559 
Business Expense, 5 :328 
Credit for Dependents—Religious Con- 
tributions—Traveling Salesmen, 1:59 


5328; 


Cc 
Capital Loss 
1934 Act—Property Conveyed for Re- 
lease from Mortgage Indebtedness, 
9:559; 12:744 
v. Ordinary Loss, 8:502 
Surrender of Land Contract Interest, 
8 :502 
Change of Beneficiary—Reservation of 
Power—Grantor’s Taxability, 3:192 
Community Income, Change of Domicile, 
12 :744 
Compensation 
Professional Services—When Income, 
9:559 


Consolidated Return in 1932, Right to New 
Election of Filing Separate Returns in 
1933, 3:192 

Corporate Expenses, Payment by Share- 
holder, 2:127 

Corporate Liquidation, 3:192 


Credit for Foreign Taxes, Computation, 
8:502; 12:745 


D 


Deductions 
Actress’ Costumes, 6 :382 
Attorney’s Fees Paid by Minor’s Guard- 
ian, 2:127 
Bad Debts or Worthless Stock, 1:59 
Denied, Whether Business Expense, 
2:128 
Expenses—Singer, 6:382 
Property in Another’s Name, 6:382 
Depletion 
Bonus, Treatment Where Lease Ter- 
minated and Oil Not Extracted, 8:502 
Estimate of Recoverable Reserves, 4 :263 


Dividends, Constructive Receipt, 8:502 


E 
Estate Tax 
Claims, 12:745 : 
Contemplation of Death, 1:59; 3:192; 
4:263 
Decedent’s Property—Stock Valuation, 
8 :503 
Gift, 4:263 
Gross Estate, 1:59 
Indebtedness to Brokers, 1:59 
Insurance Proceeds—California Dece- 
dent, 8:503 
Mortgage Valuation—Deductions and 
Credits, 8:503 
No Testamentary Disposition, 1:59 
Trust Property Not Part of Gross Es- 
tate, 1:59 
Estates 
Capital Net Loss Non-deductible by 
Beneficiary, 8:503 
Mortgage Valuation—Deductions and 
Credits, 8:503 
Excess Profits Tax—-No Liability Where 
There Is No Capital Stock Tax, 1:60 
Expenses Incurred in Protection of Invest- 
ment, Trust Income—To Whom 'T'ax- 
able, 1:60 


F 


FDIC Payment—lInterest Earned on Sav- 
ings Account—When Deductible by 
Bank, 1:60 

“First-in, First-out’’ Rule, 11:685 


G 


Gain, Condemnation Award, 9:560 
Gift Tax 
Life Insurance Policies Assigned in 
Trust for Husband—Whether Com- 
munity State, 1:60 
Transfers in Trust, 8 :503 
Valuation of Insurance Proceeds, 8 :503 


H 


Husband and Wife, Trust Created by Pre- 
nuptial Agreement, 4:264 

Husband’s Interest Payments on Wife's 
Note—Deductibility, 1:60 


I 
Income 
Computation, Revenue Agent v. Tax- 
payer, 12:745 
Oil Payment Contracts, 1:60 
Refunded Federal Estate Taxes, An- 
nuities, 8:503 
Tax Deficiency, Excess Profits Tax 
Overassessment, 3:192 
Trust Created for Fixed Period, Not 
Taxable to Grantor, 1:60 
Insurance Commissions, Assignment, 8 :503 
Insurance Company, Payments to Holders 
of Special Fund _ Certificates—Tax 
Status, 1:60 
Interest 
Constructive Receipt, 8:503 
Expense, 1:61 
Life Insurance Loans, 8:503 
No Bona Fide Obligation, 1:61 
On Dividends, 9:560 
On Non-maturing Debentures—Deduc- 
tibility, 9 :560 
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J 
Joint Returns, 1:61 


L 


Lessee’s Improvements 
Income to Lessor, 6:382; 9:560 
Not Income to Lessor, 9 :560 
Life Insurance Company, Reserve 
Required by Law, 6:382 
Liquidation 
Distribution 
6:382 
Indebtedness, Resultant Income Where 
Debtor Insolvent, 3:192 : 
Sale, 6:382 
Loans, Payment with Stock, 9:560 
Long-Term Contracts, Change in Account- 
ing Basis, 1:61 
Losses, 1:61; 3:192; 12:745 
Exchange of Property, 1:61 
Ordinary v. Capital, 12:745; 12:746 
Racing Farm, 3:192 
Real Estate—Voluntary Default of 
Mortgage, 9:560 


Fund 


Alleged but Not Made, 


oO 


Obsolescence, Deduction Denied, 1:61 
Oil Leases 
Development as Association, 6:382 
Development by Agent—Whether As- 
sociation Taxable as Compensation, 
9 :560 
Overpayments 
Amendment to Petition Inoperative— 
Refund Limitation, 6:382 
Amendment to Petition Proper, 4:264 


P 


Partnerships 

Dissolution—No Recognizable Gain or 
Loss, 6:383 

Distributive Shares, 8:503 

Penalty for Unreasonable Accumulation of 
Surplus, 1:61 

Personal Holding Company, Stock Owner- 
ship, 7 :448 

Pro Rata Share of Syndicate Note, De- 
ductibility, 1:61 

Profits Tax under Sec. 328, 1921 Act, 1:62 


R 


Real Estate Trust, 6:383 

Non-taxability as Association, 6:383 
Refund of Import Duties—Taxability, 7 :448 
Reorganization 

Recapitalization—Basis, 6 :383 

Stock Worthlessness Determined, 1:62 

Taxability of Distributions, 8 :504 
Revocable Trusts, Grantor’s Taxability, 

1:62 


Ss 


Sale of Stock—Capital Gain or Liquidation, 
8 :504 

Severance Damages—Loss of 
Rights, 1:62 

Shares of Stock, Identification after Re- 
organization, 8:504 

Short Sale—Dividends, 1:62 

Sole Stockholder, Sec. 104, 1928 Act, 1:62 

State Obligations, Exempt Interest—Cali- 
fornia Subdivision Bonds, 1:62 

Stock, 1:63 
Loss Limitation under 1932 Act, 6:383 
Option to Purchase, Whether Compen- 

sation, 10:616 

Purchase or Compensation, 6:383 
‘‘Wash Sale,’’ 1:62; 1:63 

Subsidiary Wholly Owned, Penalty under 
Sec. 104, 1928 Act, 1:63 

Subsistence Allowance, Additional Compen- 
sation, 6:383 

Surrender of Bank Stock for Cancellation 
and Resale, 1:63 

Surtax on Undistributed Profits, 1:63 

Syndicate, Taxability as Corporation, 6 :383 


Riparian 
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ey 


Transferee’s Liability, 1:63 
Transfers of Stock, Basis, 11:685 
Trust Created for Fixed Period, 1:63 
Trust Estate, Annuities, 1:64 
Trust Income 
Beneficiary’s Nontaxability, 10:616 
Control Retained, 6:384 
Grantor’s Taxability, 
8:504; 10:616; 12:746 
Irrevocable Assignment, 10 :616 
Power to Revest, 10:616 
Settlor’s Taxability, 10:616 
Substantial adverse interest, 10:616 
Trusteeship a Business, 1:64 
Trusts—Distributable Income, 1:64 


2:128; 6:384; 


U 


Unreasonable Accumulation of Surplus, 
Penalty, 1:61 


Ww 


Withholding at Source, 1:64 
Payment to Foreign Broadcasting Com- 
pany, 2:128 


Worthless Stock, 1:64; 2:128; 6:384; 7:448 


Bureau of Internal Revenue 


A 


Annuities and Insurance Policies, 8:504 


B 


Building and Loan Association, Exemption, 
1:64 


Business Expenses, 8:504 


Treatment for Federal Income Tax Pur- 


poses of Carrying Charges on Whiskey 
in Bond, 2:128 


Cc 


Capital Gains and Losses, 3:192 

Capital Stock Tax, 4:264; 7:448 
Reorganization under Sec. 77B, 7 :448 

Carriers’ Taxing Act of 1937, Compensa- 
tion, 3:192; 8:504 

Compensation 
Injuries or Sickness, 7 :448 
“Overtime,’’ Taxability, 4:264 

Consent Dividends Credit, 4:264 

Credits against Net Income, 12 :746 
Corporations, Net Operating Loss for 

Preceding Year, 8:504 

Dividends Paid, 5 :328 


D 


Deductions from Gross Income, 1:64 
Accrual Date for State Taxes, 6:384 
Bank Share Tax, 10:616 
Business Expenses, 5:328; 11:685 
Disallowance for Unpaid Expenses 

and Interest, 2:128 
Interest, 4:264 
Period for Which Taken, 4:264 
Shrinkage in Value of Stocks, 4:264 
Taxes Generally, 1:64; 2:128; 11:685 

Distributions, Corporate 
In Liquidation, 1:64 
Sources, 5:328 

Dividends Paid Credit, 4:264, 10:616 

Dividends, Preferential Distributions, 3:192 


Doing Business, Foreign Corporations, 
4:264 


E 


Employees, Social Security Act, 10:616 
Employee’s Trusts, 5:328 


December, 1939 


Exclusions from Gross Income, 3:192; 6:384 
Exemptions 
American Red Cross, 4:264 
Business League, 6:384 
Foreign Consul, Compensation, 12 :746 
Corporations, 11:685 
Fraternal Beneficiary Societies, 6:334 
Head of Family, 6:384 
Nurses’ Association, 3:192 
Proof, 6:384 
Religious, Charitable, etc., 
tions, 2:128 
River Improvement Organization, 8 :504 
Social Clubs, 3:192; 10:616 


Corpora- 


F 
Fiduciary Returns, 4:264 


Foreign Corporations, 8 :504 
Doing Business, 4:264 


G 
Gain or Loss 
Individual, 10:616; 12:746 
Installment Obligations, 9:560 
Gross Income 


Compensation for Personal Services, 
6 :384 

Exclusions, 8:504; 10:616 

Inclusions, 4:264; 8:504; 10:616; 12:746 


H 


Head of Family, Personal Exemption, 2:128 
Hurricane Losses, Deductibility, 7:448 


I 


Individual Returns, 1:64; 4:264 
Information by Corporations, Contemplated 
Dissolution or Liquidation, 4:264 
Installment Obligations, Gain or Loss, 9 :560 
Insurance Companies, Double Domicile, 

8 :504 


L 
Loans under AAA, Treatment, 7 :448 


M 
Mexican Taxes, Credit Disallowed, 9 :560 


N 


Net Income, Estates and Trusts, 6:384 
Nonresident Aliens, 1:64 


bg 


Payroll Taxes, Deductibility, 7:448 
Personal Holding Companies, Surtax, 9 :560 


R 


Railroad, Loss of Useful Value, 7 :448 
Revocable Trusts, 1:64 


Ss 
Stock 
Transfers, Taxability, 12:746 
Wash Sales, 12:746 
Subcontract, the Vinson Act, 1:64 


= 


Taxes of Foreign Countries 
Deductibility, 7:448; 9:560; 12:746 
Fondo Obrero, 3:192 

Telegraph and Telephone Facilities, Leased 
Wire Services, 12 :746 


V 
Vinson Act, The, 1:64; 7:448 


WwW 


Withholding Tax at Source, 6:384; 7:448; 
9 :560 
Exemption, 6:384 
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The Importance Of 
Hidden Values 


How can a lawyer determine with reasonable accu- 
racy, the ‘value’ of any case or statute in which 
he's interested ? 


The answer is to be found in data obtained from 
the following sources: the history of the case on 
appeal; the interpretation placed upon the case by 
later cases: the legislative history of the statute; and 
the interpretation the courts give the statute. 


By means of modern scientifc methods, Shepard’s 
Citations brings these hidden values to light... . 
presenting graphically as well as analytically, in- 
formation which must be known to every lawyer 
Who intends to rely on a particular case or statute. 


Because of the guidance it provides, the Shepard 
service 1s utilized day in and day out by thousands 
of lawyers and judges in every city and town in the 
United States. 


Shepard's Citations is fully described in a 33 page 
booklet which will be mailed without charge to 
any lawyer—or law student—upon request. 


SHEPARD’S CITATIONS 
The Frank Shepard Company 
76-88 Lafavette Street 
New York 














